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STAFF  SUMMARY  OF  FINDINGS  AND  CONCLUSIONS 

On  Tuesday,  September  14,  1993,  the  Committee  on  the  District 
of  Columbia  continued  its  hearings  on  health  reform  in  the  District 
of  Columbia,  focusing  on  the  proposed  sale  of  Group  Health  Asso- 
ciation, Inc.  (GHA)  to  Humana,  Inc.  Prior  to  the  proposed  sale 
GHA,  with  132,000  members  in  the  Washington,  D.C.  metropolitan 
area,  had  operated  as  a  nonprofit,  staff  model  health  maintenance 
organization  (HMO)  with  a  consumer  board.  Humana  is  a  for-profit 
corporation. 

Chairman  Pete  Stark  noted  in  opening  the  hearing  that  the  role 
of  HMOs  as  providers  of  health  care  would  likely  become  preemi- 
nent under  reform  legislation  proposed  by  the  administration.  In 
anticipation  of  that,  smaller  HMOs  are  being  merged  or  bought 
outright  by  larger  ones.  Thus,  the  GHA-Humana  transaction  has 
implications  for  national  policy-making. 

At  the  hearing,  the  Committee  received  testimony  on  national 
trends  in  the  HMO  industry;  problems  with  access  to  care  for  HMO 
enrollees;  particularly  for  low-income  and  underserved  populations; 
tax  implications  of  the  conversion  of  a  nonprofit  HMO  to  for-profit 
status;  the  reasons  for  the  GHA-Humana  transaction;  and  concerns 
of  area  regulators.  Witnesses  included  government  officials,  health 
care  experts  familiar  with  HMO  operations,  and  individuals  famil- 
iar with  the  proposed  sale  of  GHA  to  Humana. 

Trends  in  the  HMO  Industry 

In  the  course  of  the  hearing,  the  Committee  was  told  that  16  per- 
cent of  the  United  States  population  is  served  by  the  $45.6  billion 
HMO  industry,  including  over  1.6  million  Medicare  beneficiaries 
and  3.6  million  Medicaid  enrollees.  Ten  HMOs,  seven  of  which  are 
for-profit,  enroll  53  percent  of  all  HMO  enrollees  nationwide.  Over 
60  percent  of  individuals  covered  by  HMOs  belong  to  plans  with 
more  than  100,000  people  enrolled. 

The  total  number  of  HMOs  in  the  United  States  reached  a  high 
of  647  in  1987.  There  has  been  a  consolidation  since  that  time,  as  a 
result  of  failures,  mergers,  and  acquisitions.  Between  1980  and 
1990,  there  were  178  HMO  failures,  148  mergers,  and  147  acquisi- 
tions. The  Humana  purchase  of  GHA  exemplifies  this  trend. 

The  GHA-Humana  transaction  is  also  reflective  of  the  marked 
decline  in  the  number  of  HMOs  that  are  nonprofit  entities.  From 
1985  to  1990,  the  number  of  nonprofit  HMOs  declined  from  256  to 
188,  while  HMOs  organized  for  profit  increased  from  137  to  368. 

Another  trend  has  been  an  increase  in  independent  practice  asso- 
ciation (IPA)  and  network-type  HMOs  as  compared  to  staff  and 
group  models.  Of  the  553  HMOs  operating  at  the  end  of  1991,  346 
(63  percent)  were  IPAs,  which  rely  heavily  on  solo-practice  physi- 
cians. Of  the  total  number  of  HMOs  in  1991,  168  (or  30  percent) 
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were  group-type  models.  This  is  a  reversal  of  the  70  percent  to  30 
percent  ratio  of  group  to  IPA  models  that  existed  in  1974. 

Over  the  past  decade,  commercial  health  insurers  have  estab- 
lished a  significant  presence  in  the  HMO  market.  In  1982,  commer- 
cial insurers  received  0.3  percent  of  their  profits  from  HMOs.  This 
had  increased  to  25.3  percent  by  1990.  Commercial  insurers  own  43 
percent  of  HMOs  nationwide  and  cover  more  than  27  percent  of 
HMO  enrollees. 

HMOs  are  concentrated  in  densely  populated  regions  in  which 
marketing  is  focused  on  suburban  and  affluent  areas.  Fifty-six  per- 
cent of  HMOs  operate  in  the  30  largest  metropolitan  areas. 

These  trends,  together  with  other  industry  changes  in  ownership 
and  control,  horizontal  and  vertical  integration,  diversification,  and 
consolidation,  have  converged  in  what  one  witness  termed  the  "cor- 
poratization  of  health  care."  Providers  respond  to  pressure  to  set 
up  "profit  centers."  Patients  who  are  not  profitable  are  avoided. 

This  has  been  accompanied  by  a  growth  of  "administrative  medi- 
cine," exemplified  by  the  creation  of  the  American  College  of  Phy- 
sician Executives.  The  Committee  was  told  during  the  hearing  that 
this  physicians'  "specialty,"  which  is  largely  an  unregulated  group 
of  medical  professionals,  is  concerned  primarily  with  achieving 
positive  "bottom  line  results."  Physicians  who  are  providing  serv- 
ices to  patients  as  part  of  a  plan  are  subject  to  "economic  creden- 
tialing,"  whereby  they  are  evaluated  according  to  their  economic 
efficiency. 

Ways  HMOs  May  Limit  Access  to  Quality  Health  Care 

The  trends  described  above  are  not  limited  to  for-profit  enter- 
prises, but  extend  as  well  to  nonprofit  providers.  While  a  majority 
of  patients  report  receiving  satisfactory  care  at  HMOs,  a  number  of 
concerns  were  raised  by  witnesses.  The  concerns  primarily  involved 
limitations  on  access  to  what  was  perceived  to  be  necessary  care. 

A  number  of  ways  in  which  HMOs  may  limit  access  to  health 
care  were  described  to  the  Committee.  Examples  are  as  follows: 

•  The  description  of  the  HMO  benefit  package  may  be  mislead- 

ing. For  example,  "long  term  care"  might  be  redefined  to  mean 
only  90  days. 

•  A  general  practitioner  may  be  used  as  a  gatekeeper  to  approve 

procedures  and  use  of  specialists. 

•  Use  of  durable  equipment  such  as  wheelchairs  or  walkers  may 
be  restricted  in  some  instances,  but  not  in  others. 

•  Patients  may  be  denied  the  freedom  to  choose  their  own  physi- 
cians, thus  driving  users  of  services  out  of  HMOs  to  fee-for- 
service  plans. 

•  Facilities  may  be  located  in  areas  not  easily  accessible  to  cer- 
tain underserved  populations. 

•  Marketing  may  be  such  that  only  selected  segments  of  the  pop- 

ulation are  targeted. 

•  Physicians  and  providers  may  be  given  financial  incentives  to 

restrict  or  withhold  care,  or  threatened  if  their  treatment  is 
too  costly. 

•  Inadequate  explanatory  information  may  be  given  regarding 
benefits,  coverage,  and  available  providers  prior  to  enrollment. 
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•  Technical  and  procedural  designs  may  be  built  in  that  make  ob- 

taining treatment  or  benefits  difficult  for  patients. 

•  Medical  reviewers  may  be  given  overly  broad  discretion  to  deny 
benefits,  including  making  decisions  regarding  whether  proce- 
dures or  supplies  are  "medically  necessary." 

•  Reviewers  may  be  given  targets  or  quotas  for  denial  rates  or 

monetary  incentives  tied  to  their  ability  to  control  costs. 

•  A  plan  may  be  more  restrictive  in  approving  procedures  if  they 

are  not  performed  at  facilities  offering  a  discount,  or  at  the 
plan's  own  facilities. 

•  Grievance  and  appeal  procedures  may  be  poorly  designed  or 

provide  time  limits  too  short  in  order  for  patients  to  file  a 
grievance. 

•  Decisions  on  treatment  may  be  delayed,  resulting  in  patients 
lapsing  into  conditions  that  will  no  longer  be  responsive  to 
treatment. 

Tax  Implications  of  Converting  an  HMO  from  Nonprofit  to 

For-Profit  Status 

The  income  of  an  HMO  may  be  exempt  from  taxation  under  one 
of  two  sections  of  the  Internal  Revenue  Code.  Section  501(c)(3)  con- 
cerns charities,  while  section  501(c)(4)  deals  with  social  welfare  or- 
ganizations. The  Committee  was  told  that  one-third  of  the  Nation's 
HMOs  are  exempt  from  Federal  income  taxes,  usually  pursuant  to 
section  501(c)(4). 

State  laws  typically  have  restrictions  on  how  the  assets  of  a  non- 
profit organization  can  be  used  upon  the  dissolution  of  the  organi- 
zation. When  an  entity  is  organized  for  charitable  purposes,  its 
charter,  bylaws  or  other  governing  instrument  must  normally  pro- 
vide for  the  disposition  of  the  assets  of  the  organization  upon  liqui- 
dation in  a  manner  that  is  consistent  with  its  charitable  purpose. 
Thus,  the  assets  must  either  be  transferred  to  another  nonprofit,  or 
to  the  government,  for  a  public  purpose. 

A  Treasury  Department  witness  told  the  Committee  that  the  De- 
partment has  no  regulations,  revenue  rulings  or  case  law  expressly 
dealing  with  the  purchase  of  a  tax-exempt  HMO  by  a  for-profit  cor- 
poration. As  a  result,  the  tax  consequences  of  such  a  transaction 
are  not  entirely  clear.  Because  no  part  of  the  earnings  of  a  charita- 
ble organization  may  inure  to  the  benefit  of  a  private  individual, 
Treasury  would  likely  look  closely  at  the  value  ascribed  to  the  ac- 
quired entity.  Sale  of  a  nonprofit  at  a  bargain  price  may  indicate 
private  inurement. 

The  GHA-Humana  Transaction 

GHA  is  the  oldest  HMO  in  the  Washington,  D.C.  area,  having 
been  founded  in  1937.  One  ramification  of  this  is  that  its  enrollees 
are  older  (and  sicker)  than  the  population  in  general.  A  relatively 
high  percentage  of  members  are  over  the  age  of  45.  Its  premiums 
are  among  the  highest  in  the  area. 

The  reason  cited  by  GHA  for  its  decision  to  seek  to  be  acquired 
was  that  GHA  faced  significant  difficulties,  including  a  weak 
income  statement,  a  weak  balance  sheet,  and  an  inability  to  attract 
sufficient  financial  resources  to  meet  capital  needs.  Problems  were 
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exacerbated  by  several  years  of  labor  friction,  including  two  work 
stoppages  by  its  unionized  medical  staff.  Faced  with  increased  com- 
petition in  the  HMO  market,  GHA  margins  were  well  below  the  4 
to  6  percent  level  of  industry  competitors.  After  experiencing  a 
peak  in  membership  in  1991  of  156,000,  enrollment  slipped  back  to 
the  historic  average  of  132,000  members  in  1993.  With  enrollment 
flat  and  HMO  competitors  expanding,  GHA's  share  of  the  area 
HMO  market  dropped  to  8  percent,  down  from  41  percent  in  1984. 

In  1991,  GHA  eliminated  100  positions  and  cut  administrative  ex- 
penses $1.7  million.  Two  hundred  more  positions  and  $1.4  million 
in  administrative  expenses  were  cut  in  1992.  Despite  these  adjust- 
ments in  operations,  the  GHA  management  proposed  to  its  Board 
of  Directors  that  GHA  consider  exploring  a  merger  or  acquisition. 
GHA  management  held  discussions  with  13  organizations,  both  for- 
profit  and  nonprofit.  The  Board  of  Directors  recommended  the  sale 
of  GHA's  assets  and  liabilities  to  Humana.  While  an  earlier  at- 
tempt to  convert  GHA  to  a  for-profit  entity  were  rejected  by  mem- 
bers, in  August  of  1993,  91  percent  of  the  37,000  GHA  members 
who  voted  approved  the  proposed  sale. 

Humana  operates  health  care  plans  covering  1.7  million  mem- 
bers, including  262,300  Medicare  beneficiaries  and  128,000  Federal 
employees.  In  order  to  make  GHA  a  viable  competitor,  Humana  of- 
ficials told  the  Committee  that  Humana  plans  to  infuse  additional 
capital  into  GHA,  introduce  new  insurance  products,  expand  physi- 
cian and  hospital  networks,  improve  facilities,  and  add  new  ones. 
Humana  has  also  said  it  will  strive  to  maintain  established  physi- 
cian-patient relationships  and  member  involvement.  An  important 
consideration  for  the  GHA  board  were  representations  by  Humana 
that  members,  especially  individuals  and  small  groups,  would  be 
protected. 

The  GHA  Articles  of  Incorporation  provide  that  assets  on  dissolu- 
tion must  go  to  a  nonprofit  entity.  A  group  of  GHA  trustees  has 
begun  working  to  set  up  such  a  successor  nonprofit.  Proceeds  of  the 
sale  (estimated  to  be  in  the  range  of  10  to  12  million  dollars)  will  be 
used  to  establish  a  foundation  organized  for  scientific,  educational, 
or  charitable  purposes  related  to  health  care. 

Not  all  those  involved  with  GHA  believe  that  the  sale  is  neces- 
sary, or  that  members'  interests  will  be  adequately  protected. 
While  the  organization  has  had  problems,  opponents  of  the  sale 
point  out  that  it  is  close  to  being  in  the  black  and  expressed  the 
view  that  a  short-term  crisis  had  caused  unnecessary  panic.  With 
proper  leadership,  they  believe  that  GHA  could  improve  its  com- 
petitive position. 

Chairman  Stark  noted  during  the  hearing  Humana's  record  of 
high  disenrollment  when  it  has  come  into  a  community,  effectively 
eliminating  certain  user  groups.  Serious  concern  was  expressed  by 
one  witness  at  the  hearing  regarding  three  particularly  vulnerable 
categories  of  GHA  members:  direct  pay  members  in  their  40's  and 
50's;  those  with  chronic,  pre-existing  conditions;  200  small  employer 
groups.  Representatives  of  Humana  testified,  however,  that 
Humana  has  made  a  lifetime  commitment  to  current  GHA  mem- 
bers. 

At  the  time  of  the  hearing,  details  of  the  sale  were  still  being  ne- 
gotiated. Physicians  have  established  their  own  professional  corpo- 
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ration,  with  encouragement  from  GHA.  Organized  by  Doctors 
Donald  Mitchell  and  Charles  Trotman,  the  physicians  would  deal 
with  the  Humana-owned  GHA  on  a  capitated  basis.  There  would  be 
some  risk  sharing,  but  the  downside  risk  for  physicians  was  de- 
scribed as  minimal.  A  potential  cause  for  delay  is  a  suit  filed  in 
D.C.  Superior  Court  challenging  the  validity  of  the  member  refer- 
endum approving  the  proposed  sale. 

One  open  question  that  remains  of  concern  to  the  Committee  is 
the  way  in  which  the  revamped  GHA  program  will  be  marketed  by 
Humana.  Compensation  of  sales  agents  solely  on  a  commission 
basis  could  contribute  to  misleading  marketing  practices,  as  has  oc- 
curred in  other  jurisdictions.  In  response  to  an  inquiry  from  the 
Chairman  as  to  the  manner  in  which  sales  representatives  would 
be  compensated,  Humana  commented: 

"Before   Humana   decides   how   to  compensate  the   Medicare 
sales  agents,  we  will  survey  the  market  practices  of  competi- 
tors to  establish  how  others  compensate  salespersons.  Based  on 
those  results,  a  decision  on  how  to  compensate  salespeople  will 
be  made.  In  order  to  avoid  any  possibility  of  unethical  sales 
practices  by  Humana  Medicare  sales  agents,  Humana  has  im- 
plemented sales  policies  in  each  of  its  markets  which  provide 
for  thorough  and  ongoing  training  and  monitoring  of  sales 
agents.'  " 
Questions  were  raised  as  to  the  availability  of  GHA  facilities  to 
Medicaid  recipients.  Other  HMO  insurers,  such  as  Prudential,  have 
decided  not  to  enroll  Medicaid  eligibles  because  D.C.  law  requires 
that  all  providers  in  a  plan  must  be  available  to  all  patients  in  the 
plan,  assuming  sufficient  capacity.  Humana  does  accept  Medicaid 
patients  in  other  jurisdictions.  While  it  was  reported  that  GHA 
could  accommodate  20,000  to  25,000  new  enrollees  with  existing  re- 
sources, Humana  representatives  could  did  not  speak  to  its  likely 
practice  in  the  District  once  the  sale  is  consummated.  They  were 
also  unable  to  address  what  might  be  done  to  place  facilities  in 
areas  now  underserved  by  health  care  providers.  Only  one  HMO 
currently  serves  Medicaid  enrollees  in  the  District. 

Regulatory  Concerns 

The  Health  Care  Financing  Administration  (HCFA)  has  over- 
sight responsibility  for  Medicare  managed  care  programs.  There 
are  420  HMOs  that  are  "federally  qualified"  to  provide  treatment 
to  Medicare  patients.  Of  these,  190  are  approved  as  direct  Medicare 
contractors.  The  direct  contractors  receive  ongoing  monitoring. 
GHA  was  granted  Federal  qualification  in  1977.  It  entered  into  an 
agreement  with  HCFA  as  a  Medicare  contractor  in  1983.  GHA  was 
investigated  by  HCFA  in  1991  because  of  fiscal  concerns.  A  correc- 
tive action  plan  initiated  by  GHA  resolved  the  agency's  concerns. 

HCFA  has  published  in  draft  form  regulations  on  risk  sharing 
agreements  between  HMOs  and  physicians.  The  proposed  regula- 
tions, which  have  been  praised  by  some  as  tough  and  forward  look- 
ing, have  been  delayed  in  part  because  of  objections  raised  by  some 
in  the  HMO  industry.  HCFA  does  have  guidelines  in  place  regard- 
ing disenrollment  from  Medicare  and  is  in  the  process  of  gathering 
information  on  why  there  is  a  seemingly  high  rate  of  disenroll- 


ment.  In  an  acquisition  or  merger  like  the  proposed  GHA-Humana 
transaction,  HCFA  will  conduct  a  review  if  the  successor  organiza- 
tion seeks  Federal  qualification.  The  review  includes  the  adequacy 
of  the  delivery  network,  fiscal  soundness,  and  the  existence  of  a 
suitable  beneficiary  appeals  process. 

A  1939  court  ruling  in  the  District  of  Columbia  held  that  GHA 
was  not  an  insurance  company  for  purposes  of  regulation.  No  stat- 
ute regulating  HMOs  had  been  enacted  as  of  the  date  of  the  hear- 
ing, although  a  bill  pending  before  the  City  Council  would  follow 
recommendations  of  model  legislation  recommended  by  the  Nation- 
al Association  of  Insurance  Commissioners.  The  proposed  statute 
focuses  on  financial  condition,  rate  stability,  quality  of  coverages, 
impact  on  provider  networks,  and  ability  to  meet  transaction  obli- 
gations. GHA,  Humana  and  District  Officials  are  negotiating  a  con- 
sent order  providing  appropriate  regulatory  leverage  to  review  this 
transaction. 


PROPOSED  SALE  OF  GROUP  HEALTH 
ASSOCIATION,  INC.  (GHA)  TO  HUMANA,  INC. 


TUESDAY,  SEPTEMBER,  14,  1993 

House  of  Representatives, 
Committee  on  the  District  of  Columbia, 

Washington,  DC. 
The  committee  met,  pursuant  to  notice,  at  10:13  a.m.  in  room 
13 10- A,  Longworth  House  Office  Building,  Hon.  Pete  Stark  (chair- 
man of  the  committee)  presiding. 
Members  present:  Representatives  Stark,  Norton  and  Ballenger. 
Majority   staff  present:    Broderick    D.    Johnson,    staff  director; 
Louise  Winston,  research  assistant;  Marvin  R.  Eason,  Rene  Carter, 
and  Ashley  Rehr,  staff  assistants;  and  Doneg  McDonough  of  the 
Committee  on  the  District  of  Columbia. 

Minority  staff  present:  Dennis  G.  Smith,  staff  director;  Ellen 
Brown,  Nancy  Noe,  and  Richard  T.  Dykema,  staff  assistants. 

OPENING  STATEMENT  OF  CHAIRMAN  PETE  STARK 

The  Chairman.  Good  morning.  I  apologize  for  the  late  start. 

This  morning  the  Committee  on  the  District  of  Columbia  will 
focus  on  issues  relating  to  the  proposed  sale  of  Group  Health  Asso- 
ciation, Inc.  (GHA)  to  Humana,  Inc.  GHA  is  a  Washington  institu- 
tion, operating  as  a  staff  model  HMO  with  a  consumer  board  and 
consumer  management  in  the  form  of  a  cooperative.  It  has  130,000 
members  in  the  Metropolitan  Washington  Area. 

Under  the  administration's  current  proposal  for  health  reform, 
the  role  of  HMOs  as  providers  will  likely  become  preeminent.  In 
anticipation  of  those  reforms,  we  see  in  the  marketplace  sort  of  a 
Pacman  behavior,  with  smaller  HMOs  being  gobbled  up  by  the 
larger  ones.  In  the  proposed  GHA/Humana  sale  the  need  for  cap- 
ital in  order  to  expand  and  the  stated  inability  to  generate  it  inter- 
nally has  been  cited  as  a  primary  reason  for  the  sale  of  GHA,  a 
nonprofit  entity,  to  Humana,  a  for-profit  entity. 

Of  particular  concern  are  tax  implications  of  HMO  conversions. 
When  assets  have  been  built  up  over  a  period  of  years,  while  enjoy- 
ing a  tax-exempt  status,  our  tax  rules  require  that  the  value  of  the 
HMO,  both  tangible  and  intangible,  be  preserved  in  some  nonprofit 
entity.  In  addition,  the  conversion  should  not  provide  an  opportuni- 
ty for  officers  of  nonprofit  HMOs  to  enrich  themselves  by  the 
transaction. 

We  will  hear  testimony  concerning  HMO  industry  trends  in 
order  to  consider  how  effective  HMOs  have  been  in  containing 
growth  in  expenditures  and  providing  quality  care.  We  will  get 
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some  comments  on  cost  containment  and  how  it  varies  by  HMO 
type,  whether  an  IP  A,  network,  or  a  staff  group  model.  We  would 
like  to  cover  issues  of  the  need  for  capital  and  the  ability  to  raise 
capital  among  for-profit  and  nonprofit  providers. 

Humana  has  stated  the  intention  to  provide  a  capital  infusion  of 
$40  million.  As  a  for-profit  business,  it  clearly  expects  a  return  to 
its  investors  on  that  investment,  and  it  will  be  interesting  to  know 
what  changes  would  be  made  to  achieve  a  profit  in  this  market 
and,  perhaps,  in  the  prospective  market  after  health  reform. 

If  HMOs  are  going  to  be  relied  on  to  provide  higher  quality  care 
at  less  cost  for  Medicaid  patients  and  other  poor  and  uninsured  or 
marginally  employed  workers,  it  would  be  interesting  to  know 
which  types  of  HMOs  have  had  experience  in  providing  quality 
care  to  underserved  or  underprivileged  populations,  and  also  those 
which  have  a  record  of  cost  containment. 

Finally,  we  hope  witnesses  will  discuss  how  the  proposed  sale  af- 
fects the  availability  of  coverage,  access  to  services,  quality  of  care 
for  current  GHA  members  in  this  region;  in  particular,  what  com- 
mitments are  being  made  to  the  8,900  nongroup  GHA  members 
who  would  be  most  vulnerable,  what  has  been  the  experience  of 
the  acquiring  corporation,  when  it  purchased  plans  in  other  areas. 
Federal  and  local  regulators  with  the  authority  to  review  and  ap- 
prove transactions  such  as  this  one  will  discuss  the  adequacy  of 
their  regulatory  authority  to  see  that  quality  care  is  provided. 

The  proposed  sale  of  GHA  to  Humana  represents  a  very  timely 
opportunity  to  review  one  transaction  in  light  of  nationwide  trends. 
It  is  important  to  note  that  the  President  assumes  in  his  plan  that 
there  will  be  an  alliance  in  every  State,  and  without  intruding  on 
my  colleagues'  disposition  to  create  a  State  or  not,  we  are  in  the 
position,  relative  to  these  alliances  here  in  the  District  of  Colum- 
bia, of  having  to  form  an  alliance,  and  we  will  not  be  in  a  position 
to  trade  back  and  forth  with  the  surrounding  States.  So  this  could 
be  the  first  look  at  how  the  President's  new  proposal  might  work  in 
this  enclave  of  600,000  people. 

I  would  be  happy  to  recognize  Mr.  Ballenger  for  any  comments 
he  would  like  to  make. 

[The  prepared  opening  statement  of  Chairman  Stark  follows:] 


OPENING  STATEMENT 

THE  HONORABLE  PETE  STARK 

CHAIRMAN 

COMMITTEE  ON  THE  DISTRICT  OF  COLUMBIA 

SEPTEMBER  14, 1993 

This  morning  the  Committee  on  the  District  of  Columbia  will  focus  on 
issues  relating  to  the  projX)sed  sale  of  Group  Health  Association  Inc.  (GHA)  to 
Humana  Inc.  GHA  is  a  Washington  institution  --  operating  uniquely  as  a  staff 
model  HMO  with  a  consumer  board.  With  over  132,000  GHA  members  in  the 
Metropolitan  Washington  area,  the  proposed  sale  could  have  a  substantial  effect 
on  health  care  access  and  affordability  in  this  region. 

Under  the  administration's  proposal  for  health  care  reform,  the  role  of 
HMOs  as  providers  of  health  care  would  likely  become  preeminent.  In 
anticipation  of  the  proposed  reforms,  we  see  in  the  marketplace  a  "PAC  man" 
behavior  with  smaller  HMOs  being  merged  or  bought  outright  by  larger  HMOs  in 
an  effort  to  enhance  market  positions.  In  the  proposed  GHA-Humana  sale,  the 
need  for  capital  in  order  to  expand  (and  the  stated  inability  to  generate  it 
internally)  has  been  cited  as  a  primary  reason  for  the  sale  of  GHA,  a  nonprofit 
entity,  to  Humana,  a  for-profit  entity. 

Of  particular  concern  are  the  tax  implications  of  HMO  conversions.  When 
assets  have  been  built  up  over  a  period  of  years  while  enjoying  tax  exempt  status, 
our  tax  rules  require  that  the  value  of  the  HMO  —  both  tangible  and  intangible 
assets  --  be  preserved  in  some  nonprofit  entity.  In  addition,  the  conversion 
should  not  provide  opportunity  for  officers  of  nonprofit  HMOs  to  enrich 
themselves  by  the  transaction. 

We  will  also  hear  testimony  concerning  HMO  industry  trends  in  order  to 
consider  how  effective  HMOs  have  been  in  containing  growth  in  expenditures 
and  providing  quality  care.  Has  cost  containment  varied  by  HMO  type,  whether  it 
is  an  IPA,  network,  or  staff/group  model?  Has  the  need  for  capital  and  the  ability 
to  raise  capital  differed  among  for-profit  HMOs  and  nonprofit  HMOs?  Humana 
has  stated  the  intention  to  provide  a  capital  infusion  of  approximately  $40 
million.  As  a  for-profit  business,  it  clearly  expects  a  return  to  its  investors.  What 
changes  will  Humana  make  to  achieve  a  profit  in  this  market? 

And,  if  HMOs  are  going  to  be  relied  upon  to  provide  higher  quality  care  at 
less  cost  for  Medicaid  patients,  we  had  better  inquire  as  to  which  types  of  HMOs 
have  had  experience  in  providing  quality  care  to  underserved  areas  and  also  have 
a  solid  record  in  cost  containment. 

Finally,  witnesses  will  discuss  how  the  proposed  sale  affects  the  availability 
of  coverage,  access  to  services,  and  quality  of  care  for  current  GHA  members  in 
the  region.  In  particular,  what  commitment  is  Humana  making  to  the  8,900  non- 
group  GHA  members  who  would  be  most  vulnerable.  What  has  been  the 
experience  when  Humana  has  purchased  plans  in  other  areas?  Federal  and  local 
regulators  with  authority  to  review  and  approve  transactions  such  as  this  one 
will  discuss  the  adequacy  of  their  regulatory  authority. 

The  proposed  sale  of  GHA  to  Humana  presents  a  timely  opportunity  to 
review  one  transaction  in  light  of  nationwide  trends.  Today's  hearing  should 
help  us  gain  a  better  understanding  of  what  effects  on  quality,  access  to  services, 
and  ability  to  control  health  care  costs  will  result  if  these  trends  continue  and  are 
accelerated  through  health  care  reform. 


STATEMENT  OF  REPRESENTATIVE  CASS  BALLENGER 

Mr.  Ballenger.  Thank  you,  Mr.  Chairman. 

I  personally  am  fascinated  with  the  idea  of  having  the  chance  to 
discuss  with  or  listen  to  professional  people  that  know  from  past 
history  how  these  situations  operate,  because  that  is  obviously  one 
of  the  biggest  issues  we  are  facing  in  this  country  today. 

The  only  thing  that  I  would  wonder  about  is  it  seems  like  we 
don't  talk  about  anything  but  HMOs.  As  a  businessman  who  has 
250  employees  in  his  own  insurance  plan  back  home,  there  is  never 
a  word  mentioned  about  PPOs,  which  we  have  found  to  be  most 
successful  down  in  North  Carolina.  What  we  have  already  going 
here  is  going  to  be  discussed  a  great  deal,  and  I  look  forward  to 
being  educated  more  about  HMOs. 

Obviously,  I  am  less  than  enthusiastic,  since  we  found  a  better 
way  to  do  it  at  home.  I  would  love  to  hear  what  they  have  going 
here. 

The  Chairman.  I  would  assure  the  gentleman,  if  he  would  yield, 
that  it  is  in  the  nature  of  the  administration's  proposal,  and  I 
think  that  PPOs  exist  in  the  District.  The  residents  of  the  District 
are  served  by  a  variety  of  styles,  as  I  think  they  are  throughout  the 
country. 

So  I  doubt  very  much  if  any  alliance,  as  they  interpret  this, 
would  not  have  preferred  provider  plans  as  well  as  staff  model 
HMOs  and  all  kinds  of  varieties  in  between. 

I  don't  think  that  anybody  is  suggesting  they  are  being  exclusive- 
ly served.  I  think  HMO  has  become  an  art  form  which  encompasses 
more  than  somebody  with  your  knowledge  of  it  would  think  of  as 
an  HMO. 

Mr.  Ballenger.  Well,  I  greatly  appreciate  that,  and  I  look  for- 
ward to  the  possibility.  From  what  I  have  read  about  the  Presi- 
dent's plan,  and  obviously  I  don't  know  a  great  deal  about  it,  but  it 
seems  to  me  exclusive  in  the  areas  that  it  puts  forth  and  probably, 
in  my  philosophical  view,  would  not  necessarily  fit  what  I  have 
been  looking  forward  to. 

Thank  you,  sir. 

The  Chairman.  Thank  you. 

[The  prepared  statement  of  Mr.  Bliley,  submitted  for  the  record 
by  Mr.  Ballenger,  follows:] 
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Statement  of  Rep.  Thomas  J.  Bliley,  Jr. 

Hearing  on  Proposed  Sale  of  Group  Health  Association 

September  14,  1993 

The  purpose  of  this  hearing  is  to  examine  the  details  of  the  proposed  sale  of  Group 
Health  Association  to  Humana  and  the  affect  of  this  sale  on  health  care  access  in  the 
Washington,  D.C.  area.  This  hearing  seems  a  bit  premature  as  we  can  only  guess  as  to  what 
the  implications  of  the  sale  might  be.  We  certainly  will  know  more  about  the  sale's  affect  a  year 
from  now  than  we  do  today. 

What  we  do  know  is  that  Group  Health  Association  has  been  in  financial  trouble  for  a 
number  of  years.  An  outside,  independent  consultant  hired  by  both  the  GHA  management  and 
the  membership  committee  found  that  GHA  faced  statutory  insolvency.  Membership  has 
declined  from  more  than  156,000  in  1991  to  132,347  as  of  last  month,  a  drop  of  more  than  15 
percent.  GHA  eliminated  100  positions  and  cut  $1.7  million  in  administrative  expenses  in  1991. 
In  1992,  GHA  eliminated  another  200  jobs  and  cut  $1.4  million  in  administrative  expenses. 
GHA's  market  share  has  declined  from  41  percent  in  1984  to  less  than  eight  percent  today.  As 
GHA  member  and  noted  economist  Robert  J.  Samuelson  recently  wrote,  "potentially,  GHA  is 
in  a  death  spiral." 

But  GHA  mjmagement  and  members  did  not  merely  resign  themselves  to  what  appeared 
to  be  inevitable.  With  the  assistance  of  the  nation's  largest  company  in  health  care  financing, 
GHA  considered  alternative  means  for  continuing  health  care  coverage  for  its  members.   After 


an  extensive  process  of  offer  solicitation  in  which  13  organizations  were  contacted,  including 
local  and  not-for-profit  candidates,  GHA  selected  Humana  to  become  its  partner  in  the 
Washington,  D.C.  area.  Last  month,  the  GHA  membership  overwhelmingly  approved  this 
transaction.  The  members  of  GHA,  in  considering  the  alternatives,  acted  in  a  manner  which 
they  believed  to  be  in  their  best  interest  and  ratified  the  proposed  transaction  by  a  12  to  1 
margin. 

I  understand  the  decision  by  the  members  to  convert  their  organization  from  non-profit 
to  for-profit  status  may  be  an  emotional  one.  But  that  decision  is  solely  theirs  to  make.  They 
weighed  the  advantages  and  disadvantages  and  determined  that  they  needed  a  change.  Indeed, 
whatever  else  one  may  say  about  the  affect  this  sale  will  have  on  the  availability  of  local  health 
care,  it  is  clear  that  the  members  of  GHA  believe  the  sale  to  ensure  their  continued  access  to 
quality  health  care. 

Nationally,  we  know  that  trends  show  a  change  in  HMO  enrollment.  More  than  41 
million  Americans  belong  to  the  $45.6  billion  HMO  industry.  Health  Maintenance 
Organizations  provide  health  coverage  to  approximately  16  percent  of  the  population,  including 
over  1.6  million  Medicare  beneficiaries  and  3.6  million  Medicaid  enrollees.  According  to 
industry  figures,  most  people  belong  to  HMOs  which  are  federally  qualified.  Between  1985  and 
1990,  the  number  of  non-profit  HMOs  declined  from  256  to  188  while  the  number  of  for-profit 
HMOs  increased  from  137  to  368  over  the  same  period.  We  know  that  staff  and  group  HMO 
models  are  being  outpaced  by  Network  and  IPA  models.  And  we  know  that  HMOs  are  large. 
Over  60  percent  of  individuals  covered  by  HMOs  belong  to  plans  in  which  more  than  100,000 
people  are  enrolled. 


These  figures  tell  us  that  the  experience  of  GHA  here  in  Washington  is  repeated  across 
the  country.  If  the  quality  of  services  decline  or  the  cost  of  premiums  are  not  competitive, 
employers  and  individuals  move  to  other  insurers  and  take  their  health  care  dollars  with  them. 
That  is  the  way  it  should  be  and  should  continue  to  be.  I  am  highly  skeptical  that  any 
government  agency  can  duplicate  the  achievements  of  the  marketplace  in  delivering  the  finest 
medical  care  in  the  world  at  competitive  prices.  It  is  short-sighted  to  look  only  at  the  cost  of 
medical  services.  We  must  measure  the  value.  The  national  issue  of  health  care  obviously 
carries  far  beyond  the  jurisdiction  of  this  committee.  Since  the  Chairman  and  I  both  serve  on 
committees  which  will  be  in  the  center  of  the  national  health  care  debate,  I  look  forward  to 
engaging  him  in  that  debate  in  greater  and  more  comprehensive  detail  at  another  time. 

In  closing,  let  me  just  note  that  when  the  Committee  considered  my  omnibus  anti-crime 
bill  last  year,  the  Majority  opposed  it  on  the  grounds  that  the  subject  should  be  left  to  the  local 
government.  Thus,  while  the  Majority  and  the  Council  have  continued  to  idly  stand  by,  the 
District's  homicide  rate  is  once  again  near  record  highs. 

When  it  comes  to  health  care,  the  Committee  sees  a  problem  which  may  need  to  be 
corrected.  We  apparently  have  overcome  the  unwillingness  to  act  even  when  it  is  theoretically 
possible  for  the  local  government  to  act  itself.  I  am  therefore  encouraged  that  the  Chairman  has 
not  hesitated  to  take  action  and  hope  that  this  hearing  signals  a  new  approach  for  the  Committee. 
I  hope  that  we  will  consider  legislation  on  its  merits  and  not  be  stopped  by  some  mistaken  sense 
that  the  Home  Rule  Act  precludes  congressional  action  for  all  District  matters. 


8 

The  Chairman.  Our  first  panel  this  morning  will  discuss  the  In- 
ternal Revenue  Service  tax  conversion  issues,  and  the  Department 
of  Treasury  is  represented  by  Michael  Schultz. 

I  guess  you  are  the  panel,  Michael.  Proceed  to  enlighten  us.  If  I 
knew  exactly  where  you  are — you  are  in  the  Office  of  Tax  Policy  in 
the  Department  of  the  Treasury.  Are  you  an  Assistant  Secretary  or 
Deputy  Secretary? 

Mr.  Schultz.  I  am  an  Attorney-Adviser  in  the  Office  of  Tax  Leg- 
islative Counsel. 

The  Chairman.  Thank  you  very  much.  Why  don't  you  proceed? 

Without  objection,  today  the  prepared  statements  of  all  the  wit- 
nesses will  be  included  in  the  record  in  their  entirety.  They  will  be 
available  to  anyone  who  would  like  to  see  them,  and  I  would  en- 
courage the  witnesses  to  summarize  or  expand  on  their  written  tes- 
timony in  any  manner  that  they  are  comfortable. 

Lead  off. 

PANEL  ONE,  CONSISTING  OF  MICHAEL  SCHULTZ,  OFFICE  OF  TAX 
POLICY,  U.S.  DEPARTMENT  OF  THE  TREASURY 

STATEMENT  OF  MICHAEL  SCHULTZ 

Mr.  Schultz.  Mr.  Chairman,  and  distinguished  members  of  the 
committee,  good  morning.  My  name  is  Michael  Schultz.  I  am  in  the 
Office  of  Tax  Policy  at  the  Department  of  the  Treasury. 

I  am  pleased  to  be  with  you  today  to  describe  the  Federal  income 
tax  issues  that  can  arise  in  connection  with  the  purchase  of  a  tax- 
exempt  health  maintenance  organization  or  HMO.  My  remarks 
will  relate  to  purchases  of  HMOs  generally,  and  not  to  the  particu- 
lar transaction  that  has  prompted  this  hearing. 

Further,  in  discussing  the  tax  issues  that  purchase  of  these  orga- 
nizations can  present,  I  do  not  mean  to  make  any  suggestion  re- 
garding the  frequency  with  which  these  issues  arise  in  actual 
transactions. 

A  nonprofit  HMO  may  be  tax  exempt  under  either  of  two  sec- 
tions of  the  Internal  Revenue  Code,  section  501(c)(3)  or  section 
501(c)(4). 

Section  501(c)(3)  exempts  from  income  tax  organizations  that  are 
organized  and  operated  exclusively  for  certain  purposes,  including 
religious,  charitable,  and  educational  purposes.  The  promotion  of 
health  is  a  purpose  that  is  charitable  within  the  meaning  of  section 
501(c)(3).  Section  501(c)(4)  exempts  from  tax  organizations  not  orga- 
nized for  profit  that  are  operated  exclusively  for  the  promotion  of 
social  welfare. 

An  organization  can't  qualify  for  exemption  under  section 
501(c)(3)  if  any  part  of  its  net  earnings  inures  to  the  benefit  of  any 
private  shareholder  or  individual.  Neither  the  Code  nor  the  regula- 
tions define  inurement. 

A  general  definition  of  inurement,  however,  may  be  derived  from 
the  cases  and  rulings  that  have  applied  the  inurement  tax.  In  this 
regard,  a  benefit  provided  by  an  organization  described  in  section 
501(c)(3)  to  an  insider,  that  is,  an  individual  who  is  in  a  position  to 
influence  the  organization's  affairs,  constitutes  inurement  unless 
the  provision  of  the  benefit  furthers  the  purposes  for  which  the  or- 
ganization has  been  recognized  as  exempt. 
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About  one-third  of  the  Nation's  HMOs  are  exempt  from  Federal 
income  taxes.  The  majority  of  the  HMOs  that  are  exempt  qualify 
as  social  welfare  organizations  under  section  501(c)(4).  A  few  of  the 
exempt  HMOs,  however,  have  been  recognized  as  charitable  organi- 
zations that  are  exempt  under  section  501(c)(3). 

The  Federal  income  tax  consequences  of  a  purchase  of  a  tax- 
exempt  HMO  are  not  entirely  clear.  As  I  mentioned  earlier,  the 
concept  of  inurement  lacks  a  precise  definition.  Further,  the  impli- 
cations of  a  purchase  of  an  HMO  or  the  HMO's  tax  exemption  is  a 
developing  area  of  tax  law.  The  Treasury  Department  has  not 
issued  regulations  or  revenue  rulings  addressing  these  transactions. 

Further,  there  are  apparently  no  litigated  cases  that  have  ad- 
dressed these  transactions.  By  reference  to  general  principles  of  in- 
urement, however,  it  is  possible  to  identify  one  set  of  circumstances 
that  may  give  rise  to  concern. 

A  purchase  of  an  HMO  that  is  described  in  section  501(c)(3)  may 
result  in  inurement  if  the  value  of  the  consideration  paid  by  the 
purchaser  is  less  than  the  value  of  the  purchased  assets;  in  other 
words,  if  the  purchase  is  a  bargain  purchase,  and  if  one  or  more 
insiders  of  the  HMO  have  interests  in  the  purchaser. 

If  the  purchaser  does  not  pay  adequate  consideration  for  the 
assets  of  the  HMO,  the  purchaser  obviously  receives  a  benefit.  This 
benefit  would  not  represent  inurement,  however,  unless  an  insider 
of  the  HMO  shared  in  the  benefit.  Therefore,  inurement  would 
result  from  a  bargain  purchase  only  if  the  purchaser  is  an  insider 
or  an  entity  in  which  one  or  more  insiders  have  interests. 

If  the  purchaser  pays  adequate  consideration  for  the  purchased 
assets,  the  purchase  would  generally  not  result  in  inurement. 

Mr.  Chairman,  this  concludes  my  prepared  remarks.  I  would  be 
happy  at  this  time  to  address  any  questions  that  you  or  the  other 
members  may  have. 

[The  prepared  statement  of  Mr.  Schultz  follows:] 
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STATEMENT  OF 

MICHAEL  SCHULTZ 

OFFICE  OF  TAX  POLICY 
DEPARTMENT  OF  THE  TREASURY 

BEFORE  THE 
COMMITTEE  ON  THE  DISTRICT  OF  COLUMBIA 

SEPTEMBER  14,  1993 

Mr.  Chairman  and  Distinguished  Members  of  the  Committee: 

Good  Morning.    My  name  is  Michael  Schultz.    I  am  in  the  Office  of  Tax 
Policy  of  the  Department  of  the  Treasury.    I  am  pleased  to  be  with  you  today  to 
describe  the  federal  income  tax  issues  that  can  arise  in  connection  with  a  purchase  of  a 
tax-exempt  health  maintenance  organization,  or  HMO.   My  remarks  will  relate  to 
purchases  of  tax-exempt  HMOs  generally  and  not  to  the  particular  transaction  that  has 
prompted  this  hearing.    Further,  in  discussing  the  tax  issues  that  purchases  of  these 
organizations  can  present,  I  do  not  mean  to  make  any  suggestion  regarding  the 
frequency  with  which  these  issues  arise  in  actual  transactions. 

A  nonprofit  HMO  may  be  exempt  under  either  of  two  sections  of  the  Internal 
Revenue  Code:  section  501(c)(3)  or  section  501(c)(4).    Section  501(c)(3)  exempts 
from  income  tax  organizations  that  are  organized  and  operated  exclusively  for  certain 
purposes,  including  religious,  charitable  and  educational  purposes.   The  promotion  of 
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health  is  a  purpose  that  is  "charitable,"  within  the  meaning  of  section  501(c)(3). 
Section  501(c)(4)  exempts  from  tax  organizations  not  organized  for  profit  that  are 
operated  exclusively  for  the  promotion  of  social  welfare. 

An  organization  cannot  qualify  for  exemption  under  section  501(c)(3)  if  any 
part  of  its  net  earnings  inures  to  the  benefit  of  any  private  shareholder  or  individual. 
Neither  the  Code  nor  the  regulations  define  "inurement."   A  general  definition  of 
inurement,  however,  may  be  derived  from  the  cases  and  rulings  that  have  applied  the 
inurement  test.   In  this  regard,  a  benefit  provided  by  an  organization  described  in 
section  501(c)(3)  to  an  "insider" -that  is,  an  individual  who  is  in  a  position  to 
influence  the  organization's  affairs— constitutes  inurement  unless  the  provision  of  the 
benefit  furthers  the  purposes  for  which  the  organization  has  been  recognized  as 
exempt.  —.^^^ 

About  one-third  of  the  nation's  HMOs  are  exempt  from  federal  income  taxes. 
The  majority  of  the  HMOs  that  are  exempt  qualify  as  social  welfare  organizations 
under  section  501(c)(4).   A  few  of  the  exempt  HMOs,  however,  have  been  recognized 
as  charitable  organizations  that  are  exempt  under  section  501(c)(3). 

The  federal  income  tax  consequences  of  a  purchase  of  a  tax-exempt  HMO  are 
not  entirely  clear.   As  I  mentioned  earlier,  the  concept  of  inurement  lacks  a  precise 


12 


definition.    Further,  the  implications  of  a  purchase  of  an  HMO  for  the  HMO's  tax 
exemption  is  a  developing  area  of  tax  law.   The  Treasury  Department  has  not  issued 
regulations  or  revenue  rulings  addressing  these  transactions.   Further,  there  are 
apparently  no  litigated  cases  that  involve  a  purchase  of  an  HMO.   By  reference  to 
general  principles  of  inurement,  however,  it  is  possible  to  identify  one  set  of 
circumstances  that  may  give  rise  to  concern.    A  purchase  of  an  HMO  that  is  described 
in  section  501(c)(3)  may  result  in  inurement  if  the  value  of  the  consideration  paid  by 
the  purchaser  is  less  than  the  value  of  the  purchased  assets~in  other  words,  if  the 
purchase  is  a  "bargain"  purchase— and  if  one  or  more  insiders  of  the  HMO  have 
interests  in  the  purchaser.    If  the  purchaser  does  not  pay  adequate  consideration  for 
the  assets  of  an  HMO,  the  purchaser  obviously  receives  a  benefit.   This  benefit  would 
not  represent  inurement,  however,  unless  an  insider  of  the  HMO  shared  in  the  benefit. 
Therefore,  inurement  would  result  from  a  bargain  purchase  only  if  the  purchaser  is  an 
insider  or  an  entity  in  which  one  or  more  insiders  have  interests.   If  the  purchaser 
pays  adequate  consideration  for  the  purchased  assets,  the  purchase  would  generally  not 
result  in  inurement. 

Mr.  Chairman,  this  concludes  my  prepared  remarks.   I  would  be  happy  at  this 
time  to  address  any  questions  that  you  or  the  other  Members  may  have. 
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The  Chairman.  Thank  you,  Mr.  Schultz. 

I  understand  that  there  are  some  constraints  about  questions  you 
can  answer  orally  today  because  of  some  uncertainty  as  to  jurisdic- 
tion among  departments  and  the  status  of  the  law,  so  that  some  of 
your  answers  may  necessarily  suggest  that  you  will  subsequently 
answer  the  question  in  writing. 

Is  that  correct? 

Mr.  Schultz.  That  would  be  possible.  Sure. 

The  Chairman.  I  trust  you.  Okay?  You  decide  and  I  will  wait  for 
the  letter. 

In  the  area  of  private  inurement,  as  you  discussed,  how  do  you 
make  a  distinction  between  incidental  behefits  to  private  individ- 
uals and  private  benefits  which  would  be  prohibited  in  the  Tax 
Code? 

Mr.  Schultz.  Well,  your  question,  I  think,  really  refers  to  two 
different  tests  that  are  applied  to  organizations  to  determine 
whether  they  qualify  as  exempt  under  section  501(c)(3).  The  statute, 
that  is,  501(c)(3),  itself  prohibits  any  inurement  whatsoever,  so  that 
the  notion  of  incidental  inurement  is  something  that  doesn't  fit 
easily  with  the  exact  language  of  the  statute. 

There  is  a  separate  test  that  is  not  included  in  the  statute,  but  is 
articulated  in  the  Treasury  regulations,  that  says  that  an  organiza- 
tion has  to  have  a  public  purpose  and  can't  have  more  than  inci- 
dental private  purpose  or  serve  more  than  incidental  private  bene- 
fits. 

That  is  where  the  references  come  into  play  as  to  whether  pri- 
vate benefits  are  incidental,  and  this  is  not  necessarily  part  of  the 
inurement  test;  it  is  the  test  in  the  regulations  regarding  private 
benefit.  That  because  it  is  not  in  the  statute  itself,  that  test  prob- 
ably derives  in  part  from  the  inurement  test  and  also  from  the  test 
that — or  from  the  language  in  the  statute  that  requires  that  an  or- 
ganization be  organized  and  operated  exclusively  for  charitable 
purposes.  That  means,  of  course,  that  if  the  organization  serves  pri- 
vate purposes  it  is  probably  not  charitable. 

Now  the  position  of  the  Internal  Revenue  Service  in  looking  at 
whether  benefits  are  incidental  is  that  they  should  be  looked  at 
both  quantitatively  and  qualitatively.  That  as  you  look  at  both  the 
amounts  involved  and  also  whether  the  serving  of  the  private  bene- 
fit is  somehow  a  necessary  corollary  of  serving  whatever  the  public 
purpose  of  the  organization  is. 

This  is  an  internal  position  that  the  Internal  Revenue  Service 
has  taken.  It  is  not  a  position  that  the  Treasury  Department  has 
promulgated  in  any  formal  rulings  or  regulations. 

But  that  is  the  guidance  that  exists  out  there  in  terms  of  deter- 
mining whether  a  benefit  is  incidental  and  therefore  would  not  vio- 
late the  requirement  that  an  organization  not  serve  a  private  pur- 
pose more  than  incidentally. 

The  Chairman.  Okay.  See  if  I  understand  the  rules  of  the  road. 

In  California,  and  you  may  or  may  not  be  able  to  comment,  re- 
cently a  large  nonprofit  HMO,  in  effect,  sold  itself  to  a  for-profit 
operation.  There  is  some  question  about  the  valuation  and  a  host  of 
other  things.  But  this  was  a  nonprofit  corporation  that  operated  for 
a  number  of  years. 
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Is  it  not  the  theory  that  whatever  value  that  entity  had  or  has 
basically  belongs  to  the  people  of  the  State  of  California?  In  a  sense 
because,  I  gather,  the  Federal  Government  doesn't  go  outside  the 
State  boundaries  in  these  issues,  the  decision  is  that  the  attorney 
general  or  the  Governor  of  the  State  should  see  to  it  that  what  is 
profit,  if  that  operation  were  just  to  liquidate,  would  go  to  help  ev- 
erybody in  the  State. 

It  belongs  to  charity,  and  charity  is  the  State. 

Mr.  ScHULTZ.  Well,  I  can't  comment  on  any  particular  transac- 
tion. I  think  I  am  familiar  with  the  transaction  you're  referring  to, 
and  it  has  certainly  gotten  some  attention.  But  because  I  am  not 
sure  I  understand  all  of  the  relevant  facts  I  can't  comment  on  that 
particular  transaction. 

I  also  think  it  is  probably  inappropriate  for  me  to  comment  on 
issues  of  State  law.  I  think  the  Treasury  Department  is  primarily 
concerned  with  Federal  tax  law,  although  there  are  certainly  rela- 
tionships between  the  areas  of  law.  I  would  not  be  surprised  to 
learn  that  State  law  in  California  has  restrictions. 

I  think  State  laws  typically  do  have  restrictions  on  how  the 
assets  of  a  nonprofit  organization  can  be  used  upon  the  dissolution 
of  the  organization.  That  may  depend  in  part  on  the  exact  provi- 
sions of  State  law  under  which  the  organization  was  formed. 

The  Chairman.  Let  me  say  it  another  way.  Any  charity,  I  don't 
care  whether  it  is  an  HMO  or  church — maybe  a  church  has  mem- 
bers— but  a  charity  which  doesn't  have  members,  it  just  has  a  self- 
perpetuating  board  and  is  there  to  serve  a  community,  and  it  goes 
broke  or  it  dissolves  or  it  sells  or  whatever  happens,  and  it  has  a 
bundle  of  assets.  The  question  is,  to  whom  do  those  assets  belong? 

Isn't  it  generally  considered — it  would  satisfy  common  law  that 
those  assets  belong  to  the  community,  to  the  charity?  It  has  to 
serve  all  the  people  whether  it  is — it  is  probably  a  State,  possibly  a 
smaller  subdivision. 

Mr.  ScHULTZ.  I  think  that  is  generally  consistent  with  the  tradi- 
tion of  charities. 

The  Chairman.  Now,  in  this  case  we  have  a  kind  of  a  mutual  co- 
op, a  golden  guernsey.  I  mean,  it  is  where  the  people  who  are  the 
patients,  just  like  the  policyholders  of  Prudential,  belong. 

Is  that  different,  that  type  of  structure?  Do  the  assets,  therefore, 
of  this  charity  where  there  are  members — and  maybe  they  even  get 
rebates  like — well,  let's  take  the  Wright-Patman  Congressional 
Federal  Credit  Union.  I  belong. 

Let's  say  they  liquidate.  They  get  caught  by  the  RTC  for  making 
bad  loans  to  Members  of  Congress  and  they  say  [whistles],  "We're 
going  to  liquidate."  "It  is  a  nonprofit  organization,"  they  say.  Is 
that  a  different  situation  than  just  the  kind  of  an  amorphous  char- 
ity where  you  have  identifiable  members,  although  going  back  in 
time  you  may  not  have  a  continuity  of  membership?  Is  that  a  dif- 
ferent situation? 

Mr.  ScHULTZ.  I  really  don't  know  enough  about  the  details.  I 
think  that  is  primarily  a  matter  of  State  law.  If  your  question  re- 
lates to  how  Federal  tax  law  looks  at  those  organizations,  I  can  tell 
you  that  if  they  are  exempt  under  section  501(c)(3),  they  are  re- 
quired to  be  organized  as  well  as  operated  for  a  charitable  purpose, 
and  one  of  the  elements  of  the  requirement  that  an  organization  be 
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organized  for  a  charitable  purpose  is  that  the  terms  of  its  charter, 
bylaws  or  other  governing  instrument  must  provide  for  the  disposi- 
tion of  the  assets  of  the  organization  on  liquidation  in  a  manner 
that's  generally  consistent  with  the  organization's  charitable  pur- 
poses. So  the  assets  would  have  to  be  transferred  to  another  section 
501(c)(3)  organization  or  to  the  government  for  use  in  public  pur- 
poses. 

That  is  the  extent  to  which  the  Federal  tax  law  addresses  this. 

The  Chairman.  501(c)(3)  is  different,  then,  than  Prudential  where 
the  assets  might  belong  to  the  policyholders.  Even  if  a  501(c)(3),  an 
HMO — that  is  a  kind  of  a  different  relationship  relative  to  its 
"members"  than  a  cooperative,  say. 

Mr.  ScHULTZ.  Yes.  Well,  I  think  it  is  fair  to  say  that  an  HMO 
that  is  exempt  under  section  501(c)(3)  is  exempt  not  because  of  its 
cooperative  nature,  although  there  are  organizations,  of  course, 
that  are  recognized  as  exempt  on  that  basis. 

But  in  the  case  of  an  HMO  that  qualifies  under  section  501(c)(3), 
it  qualifies  instead  because  it  is  charitable,  and  that  brings  into 
play,  as  far  as  the  Federal  tax  law  is  concerned,  certain  constraints 
on  how  the  assets  of  the  organization  can  be  used  both  in  operation 
and  upon  dissolution  of  the  organization. 

The  Chairman.  Are  you  concerned  in  any  of  these  transactions 
about  valuation? 

Mr.  ScHULTZ.  Well,  it  is  an  issue,  probably  the  clearest  issue  that 
arises,  particularly  in  cases  in  which  you  have  some  of  the  same 
people  on  both  sides  of  the  transaction.  I  think  that  is  the  case  that 
really  gives  the  strongest  basis  for  concern. 

In  those  cases,  it  is  very  important  to  look  at  the  valuation.  Now, 
unfortunately,  it  is  not  an  easy  thing  to  get  at.  You  know  these  or- 
ganizations are  not  traded  on  any  kind  of  market.  You  can't  look 
at  a  stock  price  quote  and  get  a  value. 

So  it  is  a  difficult  process  in  trying  to  determine  valuation.  It  is  a 
tough  factual  question,  but  it  is  necessarily  complicated,  particular- 
ly when  you  have  insiders  of  the  HMO  that  are  involved  in  the 
purchaser.  That  is  something  that  the  Internal  Revenue  Service 
would  have  to  look  at. 

As  I  mentioned  in  my  prepared  remarks,  if  the  purchase  price  is 
not  adequate,  does  not  fully  reflect  the  value  of  the  assets,  then  it 
can  result  in  inurement,  which  can  have  implications  for  the  orga- 
nization's tax  exemption. 

So  we  are  concerned  about  it  and  that  is  something  that  the 
Service  could  be  looking  at,  particularly  when  you  have  the  same 
people  on  both  sides  of  the  transaction. 

The  Chairman.  What  is  the  statute  of  limitations  on  these  trans- 
actions? 

Mr.  Schultz.  I  think  in  general  the  statute  of  limitations  for  any 
assessment  of  tax  is  3  years  after  the  filing  of  the  tax  return.  I  am 
not  aware  of  any  special  rule  that  would  apply  in  cases  of  this  type. 

The  Chairman.  Unless  there  was  something  which  would  be  con- 
sidered fraudulent  in  the  valuation. 

Mr.  Schultz.  Perhaps.  The  other  thing  I  should  mention  is  that 
in  terms  of  thinking  about  what  sort  of  taxes  might  be  assessed, 
the  statute  of  limitations  may  not  come  into  play  because  the  posi- 
tion of  the  Internal  Revenue  Service  is  that  they  will  revoke  an  ex- 
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emption  retroactively  to  the  time  of  the  violation  in  issue.  They 
wouldn't  necessarily  be  looking  back  for  it,  but  a  number  of  years 
prior  to  the  transaction  that  cause  the  violation. 

The  Chairman.  Mr.  Ballenger? 

Mr.  Ballenger.  I  don't  have  a  great  deal  because,  luckily  for  me, 
I  don't  have  a  situation  like  they  have  in  California  that  whets  my 
interest  a  little  bit  more  than  others. 

But  in  figuring  a  501(c)(3)  operation  to  be  a  nonprofit  organiza- 
tion, do  you  allow  a  standard  depreciation  of  assets? 

Mr.  ScHULTZ.  Because  an  organization  that  is  described  in  section 
501(c)(3)  is  really  exempt  from  taxes,  the  issue  of  a  depreciation  de- 
duction is  probably  not  one  that  comes  up  typically.  I  mean  you 
think  about  depreciation  in  connection  with  measuring  income, 
and  we  are  talking,  by  definition,  about  an  organization  that  is  not 
required  to  pay  tax  on  whatever  income  they  may  have  however 
we  may  measure  it. 

Mr.  Ballenger.  What  I  was  thinking,  though,  is  when  an  indi- 
vidual or  corporation  decides  to  buy  a  501(c)(3)  you  have  to  esti- 
mate a  value  somehow. 

Mr.  ScHULTZ.  Oh,  I  am  sorry.  Okay.  Your  question  goes  to  the 
valuation  of  the  assets. 

Oh,  sure.  I  think  some  notion  of  economic  depreciation  would 
come  into  play  in  valuation.  It  is  different  from  what  tax  lawyers 
think.  That  is  why  I  was  confused  at  first. 

Mr.  Ballenger.  So  that  basically  there  would  possibly  be  a  profit 
available  to  somebody  if  you  paid  depreciated  value  and  the  assets 
were  worth  more  than  the  depreciated  value. 

Mr.  ScHULTZ.  I  am  not  sure  I  understand.  I  thought  the  deprecia- 
tion value  was  the  value  of  the  assets.  I  am  not  sure  I  understand 
the  question. 

Mr.  Ballenger.  Quite  often  I  think  you  find  in  business  that  it 
matters  how  the  Federal  Government  allows  you  to  depreciate.  A 
lot  of  times  they  make  you  split  it  over  30  years. 

Mr.  ScHULTZ.  I  see. 

Mr.  Ballenger.  It  is  not  worth  what  you  have.  But  if  they  let 
you  have  it  over  7  years  it  has  still  a  value  that  is  not  on  the  books 
anymore. 

Mr.  ScHULTZ.  Right. 

Mr.  Ballenger.  Would  it  then  be  possible  for  a  profit  to  be 
made? 

Mr.  ScHULTZ.  Well,  I  think  the  best  way  to  answer  your  question 
is  to  point  out  that  whatever  rules  that  the  government  prescribes 
for  depreciation  really  relate  to  this  notion  of  computing  the 
incop"'^  of  an  organization. 

Mr.  Ballenger.  Right. 

Mr.  ScHULTZ.  So  they  really  apply  only  to  organizations  that 
have  to  pay  tax  on  their  income. 

There  are  no  set  rules  for  depreciation  or  any  other  matters  in 
determining  the  value  of  a  nonprofit  organization  in  connection 
with  this  issue  that  we  were  talking  about  a  moment  ago — that  the 
chairman  alluded  to — that  the  valuation  is  at  issue,  because  if  the 
purchaser  of  an  organization  underpays  for  the  assets,  that  can 
create  possible  inurement. 
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But  in  figuring  out  that  value,  we  don't  have  a  detailed  set  of 
rules  in  the  way  that  we  do  for  computing  the  income  year  by  year. 
Any  rules  that  the  Government  has  issued  for  depreciating  assets 
over  certain  periods  of  time  do  not  necessarily  apply  for  purposes 
of  valuation.  So  you  wouldn't  run  into  a  circumstance  where  there 
was  some  prescribed  value  determined  by  methods  of  depreciation 
that  would  necessarily  be  controlling  in  determining  a  purchase 
price  or  assessing  market  value. 

Mr.  Ballenger.  We  have  a  fascinating  situation,  Mr.  Chairman. 
Thank  you  very  much. 

The  Chairman.  Thank  you  very  much,  Mr.  Schultz.  You  have 
been  very  helpful. 

Mr.  Schultz.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Our  next  panel  will  discuss  industry  trends  with 
relationship  to  growth,  cost  control,  and  quality  issues:  Mr.  Robert 
Brand,  who  is  the  President  of  Solutions  for  Progress,  former 
deputy  commissioner  of  health  for  the  city  of  Philadelphia,  and  a 
former  member  of  the  Pennsylvania  Health  Care  Cost  Contain- 
ment Council;  and  Dr.  Linda  Peeno,  former  medical  director  for  an 
HMO  in  Kentucky  and  affiliated  with  Citizen  Action  in  Kentucky. 

I  welcome  both  of  you  to  the  committee,  and  perhaps  you  would 
like  to  proceed  in  the  order  in  which  I  called  you. 

Mr.  Brand,  why  don't  you  lead  off? 

PANEL  TWO,  CONSISTING  OF  ROBERT  J.  BRAND,  PRESIDENT,  SO- 
LUTIONS FOR  PROGRESS,  INC.;  AND  LINDA  PEENO,  M.D., 
FORMER  MEDICAL  DIRECTOR,  HUMANA,  INC.,  KENTUCKY 

STATEMENT  OF  ROBERT  J.  BRAND 

Mr.  Brand.  Well,  let  me  begin  by  saying  that  there  is  a  good 
reason  for  the  people  of  the  District  of  Columbia  and  the  members 
of  this  committee  to  be  concerned  about  a  purchase  of  a  valued 
health  asset  by  Humana  Corporation,  given  the  experience  of 
Humana  in  the  health  sector. 

I  am  just  trying  to  find  my  notes. 

We  have  to  remember  that  Humana  pioneered  in  the  production 
of  and  installation  of  artificial  hearts  as  a  marketing  gimmick 
until  they  were  stopped  by  the  Food  and  Drug  Administration, 
1984  to  1986.  They  installed  four  Jarvik-7  hearts.  None  of  the  pa- 
tients lived  very  long.  Normal  process  of  transplant  technology 
made  it  very  clear  that  these  were  unwise  procedures  when  they 
began,  and  finally  the  Food  and  Drug  Administration  cut  them  off. 

This  is  the  same  corporation  that  opened  chains  of  Med  First 
emergency  centers  to  provide  access  to  people  for  nonemergency 
care  and  then  sold  them  when  they  proved  unprofitable,  leaving 
considerable  gaps  in  the  access  patterns  in  community  after  com- 
munity. 

This  is  the  same  firm  that  spent  4  percent  of  the  total  advertis- 
ing revenues  spent  by  hospitals  in  the  Nation  in  1986,  although 
they  owned  1.5  percent  of  the  hospitals.  It  is  a  chain  that  has  done 
a  great  deal  of  work  in  providing  physician  incentives  to  under 
treat  patients  by  withholding  a  portion  of  the  physician's  income 
until  the  end  of  the  year  to  look  at  utilization  patterns. 
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It  is  a  chain  that  has  been  identified  in  study  after  study  with 
under  staffing  of  its  acute  care  hospitals.  It  is  a  chain  that  has  de- 
veloped captive  health  insurance  plans  in  which  patients  were  re- 
lieved of  deductibles  if  they  were  admitted  to  Humana  hospitals, 
and  in  1990  such  captive  plans  made  up  20  percent  of  Humana  ad- 
missions. 

It  is  a  chain  that  made  $650,000  on  its  Gold  Plus  Medicare  Plan 
and  was  found  in  study  after  study  by  investigative  reporters  and 
government  authorities  to  have  refused  to  authorize  treatment  for 
serious  medical  problems,  to  have  engaged  in  improper  marketing 
practices  in  which  people  enrolled  in  the  Gold  Plus  Plan  did  not 
know  that  they  were  losing  their  Medicare  benefit. 

The  Chairman.  I  gather  that  you  have  no  financial  relationship 
with  this  company.  [Laughter]. 

Mr.  Brand.  Well,  they  did  not  pay  my  way  here.  [Laughter]. 

But  actually  it  is  the  scurrilous  practices  of  firms  like  this  that 
keep  me  in  business. 

The  Chairman.  Okay. 

Mr.  Brand.  This  is  a  company  that  has  a  long  history  of  looking 
for  health  opportunities  that  make  it  a  profit  and  considering  pa- 
tient care  and  community  needs  second. 

However,  I  come  here  today  to  really  say  that  the  problem  is 
much  larger  than  this,  because  the  "corporatization"  of  health  care 
has  gone  on  for  the  past  15  years  uninterrupted  and  is  now  here  to 
stay. 

Let  me  start  by  reminding  people  of  what  the  HMO  and  man- 
aged care  sector  looks  like  in  the  United  States  today.  First  of  all, 
there  are  553  HMOs  in  the  United  States  at  the  end  of  1991;  346  of 
them  are  individual  practice  associations,  the  least  organized  form 
of  managed  care  and  the  form  that  is  most  questionable  as  to 
whether  it  saves  any  money  for  the  total  community. 

The  ratio  of  HMOs  in  1974  was  70  percent  group  practice  and  30 
percent  IP  As.  AV  present  that  ratio  has  virtually  reversed.  So  the 
largest  form  of  managed  care  delivery  and  the  most  rapidly  grow- 
ing is  the  form  that  benefits  communities  least.  The  Congressional 
Budget  Office  Staff  Memorandum  of  June  1992  cites  all  of  the  stud- 
ies that  show  this. 

Second,  the  managed  care  sector  is  consolidating.  I  don't  mean  in 
any  way  to  demean  the  pain  and  the  fears  of  the  people  of  Wash- 
ington, DC,  but  this  is  a  national  phenomenon.  From  1970  until 
1987  the  number  of  HMOs  in  the  United  States  grew  from  174  to 
647.  Since  1987  the  number  has  been  shrinking  in  a  process  of 
mergers  and  acquisitions,  and  that  process  is  continuing.  At 
present  10  HMOs  in  the  United  States,  7  of  which  are  for  profit, 
enroll  53  percent  of  all  HMO  enrollees  in  the  United  States. 

Voluntary  enrollment  in  HMOs  is  decreasing.  Despite  the  enor- 
mous financial  pressures  that  people  have  on  them  to  choose  man- 
aged care  alternatives,  from  a  high  growth  rate  of  36  percent  in 
1986,  growth  has  slowed  to  6.1  percent  in  1989  and  5.2  percent  in 
1990.  The  American  people  are  not  choosing  managed  care  pro- 
grams of  their  own  volition. 

HMOs  are  concentrated  also  in  densely  populated  regions  where 
they  focus  their  marketing  on  the  suburban  and  affluent  areas 
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within  those  regions;  56  percent  of  HMOs  in  1989  concentrate  in 
the  30  largest  metropolitan  areas  in  the  country. 

Their  growth  is  very  differential  regionally.  In  the  Pacific  States, 
Middle  Atlantic  and  South  Atlantic  States  there  was  growth  of 
over  25  percent  per  year  in  recent  years,  but  only  1.1  percent  in 
the  Midwest. 

Next,  for-profit  HMOs  are  increasingly  dominating  the  HMO 
sector.  Nonprofit  HMOs  are  disappearing  in  the  process  of  mergers 
and  consolidations  at  twice  the  rate  of  for-profit  HMOs. 

Next,  the  HMO  market  is  simply  not  a  stable  market.  It  is  not 
just  that  we  have  a  problem  here  of  an  attempt  to  buy  an  HMO.  If 
Humana  wants  and  if  other  companies  want  they  can  simply  wait 
for  this  HMO  to  reach  a  point  of  financial  nonviability,  because  the 
level  of  HMO  failures  and  mergers  and  acquisitions  is  substantial. 

For  example,  from  1980  to  1990,  there  have  been  178  HMO  fail- 
ures; 148  HMO  mergers;  and  147  HMO  acquisitions  in  a  total  uni- 
verse that  never  exceeded  633 

The  Chairman.  Are  any  of  those  numbers  duplicated? 

Mr.  Brand.  It  is  not  clear.  I  am  trying  to  track  it.  I  suspect  that 
an  HMO  that  fails  in  year  1,  is  acquired  in  year  2  and  then  merges 
in  year  3. 

The  Chairman.  Okay. 

Mr.  Brand.  So  I  suspect  there  is  some  considerable  duplication 
here.  But  it  also  goes  to  show  that  a  substantial  portion  of  this 
sector  is  in  constant  flux. 

In  addition,  managed  care  is  a  rapidly  growing  source  of  insur- 
ance company  profits  and  premiums;  25.3  percent  of  1990  premium 
income  came  from  managed  care  in  the  insurance  industry.  The 
share  of  revenues  has  grown  from  0.3  percent  in  1982.  In  addition, 
we  now  have  Blue  Cross  and  Blue  Shield  plans  that  are  openly 
talking  about  shifting  their  entire  emphasis  to  managed  care 
through  spinoffs  and  for-profit  subsidiaries. 

For  example,  Blue  Cross  of  New  Jersey  is  now  a  statewide  PPO. 
That  is  its  entire  existence.  In  my  State,  the  largest  Blues  plan 
goes  around — has  its  sales  force  going  around  telling  people  that 
within  3  to  5  years  they  will  be  entirely  out  of  the  indemnity  busi- 
ness and  only  in  the  managed  care  business. 

So  this  is  an  issue  that  is  national  in  scope  and  it  is  not  as  simple 
as  for-profit/ not-for-profit.  I  cite  in  my  testimony  an  example  of  a 
current  lawsuit  between  Health  Management  Alternatives,  the  for- 
profit  company  that  runs  the  HIO  experiment  in  Philadelphia,  and 
Children's  Hospital  of  Philadelphia — a,  ostensibly,  not-for-profit 
hospital — in  which  Children's  Hospital  alleges  that  Health  Man- 
agement Alternatives  has  a  policy  of  cutting  a  day  of  utilization 
here  or  a  half-day  here  or  this  procedure  and  that  procedure,  and 
thus  under  reimbursing  the  hospital  for  legitimate,  necessary  medi- 
cal care,  and  has  made  over  $30  million  in  profits  and  has  attract- 
ed attention  from  this  body  and  numerous  other  government  inves- 
tigating bodies  for  its  high  rates  of  profits. 

HMA  counterclaims,  in  the  press  at  least,  that  Children's  Hospi- 
tal, the  charitable  institution,  made  $47  million  profit  in  its  last 
fiscal  year. 

Both  of  these  corporations,  one  not-for-profit,  one  for-profit,  exist 
and  serve  a  community  in  which  the  two  census  tracts  with  the 
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highest  infant  mortality  rates  in  the  city  of  Philadelphia  exist. 
These  profits,  whether  they  are  in  the  not-for-profit  sector  or  the 
for-profit  sector,  are  at  the  expense  of  the  lives  of  our  children. 

Simply  stated,  neither  institution,  while  they  have  numerous 
charitable  activities  and  while  the  for-profit  one  has  set  up  a  foun- 
dation to  do  charitable,  good  works,  neither  of  them  has  made  a 
dent  in  infant  mortality  rates  that  are  staggering  within  the 
United  States,  and  shameful  and  entirely  preventable.  Both  of 
them,  in  my  mind,  share  that  burden  equally. 

There  is  no  secret  in  the  United  States  about  how  to  make  a 
profit  in  health  care.  We  have  all  known  this.  It  is  not  even  hard. 
If  you  want  to  make  a  profit  in  health  care  all  you  have  to  do  is 
serve  healthy  people  and  avoid  sick  people.  If  you  avoid  the  elderly, 
if  you  avoid  minority  groups,  if  you  avoid  people  who  have  kids 
who  have  chronic  illnesses,  you  will  make  fantastic  profits  in 
health  care. 

The  world  of  managed  care  has  learned  from  the  insurance  in- 
dustry how  to  avoid  patients.  The  PPOs  actually  are  the  best  at  it 
because  they  are  the  least  regulated.  But  the  entire  managed  care 
industry  has  learned  that  by  location,  by  recruitment  of  physicians, 
and  by  marketing  practices,  they  can  make  vast  sums  of  money  by 
shifting  the  burden  of  health  care  to  someone  else  or  just  shifting 
it  to  increased  mortality  and  morbidity. 

The  clear  implications  of  this  is  seen  in  the  types  of  cases  that 
we  have  been  collecting  in  an  initial  set  of  focus  groups  that  we 
have  been  conducting  in  Philadelphia  with  hospital  social  workers, 
where  we  ask  about  the  current  problems  that  consumers  are 
having  in  managed  care  plans,  and  what  we  have  found  includes 
the  following: 

We  found  a  patient  with  chronic  obstructive  pulmonary  disease 
who  is  so  debilitated  that  they  were  unable  to  leave  their  home. 
The  treating  physician  had  a  therapeutic  process  of  training  the 
patient  to  use  oxygen,  with  a  portable  oxygen  tank,  which  would 
take  a  several-day  hospital  admission.  The  HMO  denied  the  admis- 
sion. The  patient's  condition  deteriorated. 

She  was  admitted  as  an  emergency  admission.  The  treating  phy- 
sician immediately  moved  the  patient  to  his  unit  so  he  could  start 
training  so  that  this  person  would  be  able  to  be  ambulatory.  The 
HMO  denied  the  training  and  simply  paid  for  the  emergency  de- 
partment admission. 

We  found  a  family  that  had  a  child  with  special  health  care 
needs  who  needed  a  very  difficult  leg  brace,  and  this  family,  to  pro- 
tect their  kid,  since  both  adults  worked,  had  two  HMOs.  They 
found  in  one  HMO,  finally,  a  doctor  who  could  properly  diagnose 
the  child  and  fit  the  proper  brace.  That  HMO  does  not  cover  leg 
braces.  Not  covering  leg  braces,  by  the  way,  is  an  easy  way  to  send 
a  signal  to  families  with  kids  who  need  leg  braces  to  go  elsewhere. 

The  second  HMO,  however,  would  cover  a  single  leg  brace,  and 
so  they  went  to  the  second  HMO  and  the  second  HMO  said,  "Yes, 
but  that  doctor  is  not  on  our  panel.  We  will  not  pay  for  his  diagno- 
sis and  his  measurement  of  the  brace."  For  months  the  HMOs 
fought  with  one  another.  The  child  remained  in  a  wheelchair. 
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An  18-month-old  child  needing  a  prosthesis  was  told  that  the 
HMO  they  were  involved  in  would  cover  one  prosthesis — because, 
of  course,  we  all  know  children  do  not  grow. 

Finally,  a  case  of  HMOs  that  market.  In  a  Medicaid  market,  they 
get  people  to  join  who  have  hemophilia,  but  they  do  not  cover 
treatment  for  hemophilia.  Hospitals  in  Philadelphia  are  now  eating 
the  cost  of  $300,000  a  year  for  hemophilia  treatment  which  the 
HMOs  simply  ignore. 

The  way  in  which  Humana  could  easily  make  a  killing  in  Group 
Health  Association  is  to  buy  and  simply  change  the  patients.  I 
mean,  again,  this  is  an  old  HMO.  It  has  older  patients.  But  it  has  a 
group  of  doctors,  it  has  a  group  of  hospital  relations,  it  has  a  good 
reputation  in  this  community. 

It  is  easy  to  market  this  plan  in  suburbs.  It  is  easy  to  identify  the 
doctors  who  take  care  of  the  sickest  patients.  It  is  easy  to  ease 
them  out,  to  ease  patients  out,  and  to  amend  benefits  so  that  those 
in  most  need  simply  find  this  not  a  useful  place  to  get  health  care. 
Humana  will  have  a  very  profitable  entree  into  the  Washington, 
DC  community. 

We  did  a  survey  in  preparation  for  this  testimony  of  a  half  dozen 
States  to  see  how  they  are  capable  of  regulating  managed  care. 
What  we  found,  I  should  say,  is  that  there  are  two  States — New 
York  and  North  Carolina — that  have  obviously  paid  considerable 
attention  to  how  to  regulate  managed  care  programs. 

In  fact,  the  North  Carolina  Department  of  Insurance  is  now 
heading  a  national  study  to  develop  criteria  for  regulating  PPOs. 
But  we  also  found  considerable  lack  of  skill  in  regulating  managed 
care. 

The  Chairman.  Mr.  Brand,  I  am  going  to  have  to  bring  out  some 
of  this  in  questions.  You  might  like  to  get  to  your  conclusion  here. 
Then  we'll  have  to  move  along  and  hear  Dr.  Peeno. 

Thank  you. 

Mr.  Brand.  Our  conclusion  is  that  there  is  a  clear  necessity  for 
the  Federal  Government  to  look  at  the  criteria  for  regulating  man- 
aged care  programs  and  to  look  at  specifically  issues  of  predatory 
competition,  issues  of  marketing  practices  that  would  exclude 
people  of  color,  poor  people,  people  with  chronic  health  care  needs, 
and  to  look  at  data  systems  that  look  at  preventable  mortality  and 
morbidity  as  a  way  of  controlling  and  regulating  HMOs. 

Finally,  that  there  is  an  absolute  need  to  look  at  the  issue  of  con- 
sumer roles  in  policymaking,  not  just  at  the  health  alliance  level, 
but  at  the  actual  point-of-service  level  and  at  the  ownership-of-plan 
level,  in  managed  care  systems. 

Thank  you. 

The  Chairman.  Thank  you. 

[The  prepared  statement  of  Mr.  Brand  follows:] 
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Testimony  of  Ro1m»1  J.  Brand 

Before  the  Committee  on  the  District  of  Columbia 

The  Honorable  Pete  Stark,  Chairperson 

The  Sak  oC  Qroap  Huddi  Asaociatioa  and 

Tieadl  In  the  Coiponte  Structuring  of  the  Health  Care  Sector 

Introduction  The  Corponitfaairtoa  of  Htlth  Caw 

Good  morning,  Mr.  Cliaimun,  and  oEmben  of  the  Oomoaittee.  My  name  is  Robert  J.  Bnnd 
and  I  am  president  of  Solutions  for  ftogitw.  Inc.,  a  snail  consoltiiig  firm  dotog  woric  mainly 
nn  heahh  caic  policy  for  trade  onions,  legislative  bodiei  and  occasional  private  clients.  Friar 
to  itttiing  Sdotians  for  Progress  I  spent  oesriy  20  years  in  die  developmem  of  public  liealdi 
prosram*  and  policiei  in  the  ma-prafit  privnt*  «ectnr,  in  the  public  lectar.  and  in  the  trade 
union  movement.  I  have  been  involved  in  tiie  development  of  emergency  medical  services 
cyiieou.  the  assciatneaz  of  public  iieahh  piosnuac,  the  developooeBt  of  pab)ic<ptivate  ventures 
to  ti9pon  pblic  bealdi  programs  and  in  a  range  of  analyses,  stodies.  sod  pfobkxo-sdvlng 
groups  in  hospttsls,  nunlag  homes,  and  HMOs.  I  have  saved  as  Depoty  Health 
CooBBisBioner  of  the  Cliy  of  PUladelphia  and  have  chatted  die  PennsylvaDia  Healdi  Care 
Coat  Containment  CounciL  hor  several  years,  as  Director  of  Healdi  Care  Policy  fbr  die 
National  Union  of  Hospital  and  Health  Can  Employees  and  as  a  Senior  Researcher  at  die 
Service  Eniploytet  Intemationai  Unkn  I  specialized  in  wodong  with  health  eaie  inadonions 
with  fiwfifTini  d*fffnilTin 

In  working  with  doTsns  of  hospitala,  mote  diae  100  nursing  hooaes  and  widi  HAffls  wldi 
miUicas  of  subacribeis,  as  well  as  in  die  negodadon  of  healdi  cait  benefits  and  cost 
eoniainneat  prognuna,  die  inclusioa  of  HMOi  ami  PPOs,  covering  hundreds  of  thoa«ands  of 
insured  lives,  I  have  seeo  a  troubSng  "coqwratisation"  of  dw  American  health  caie  sector 
close  up.  The  very  languMip;  we  uae  to  talk  about  health  caie  has  changed  over  the  poat  20 
yeeis. 

The  "health  care  sector"  has  beoonoe  the  "heahh  cars  indiutiy.* 

"Healdi  services*  have  become  "product  lines." 

"Hospital  •dministiatoa''  haive  become  "CEOs,"  "CCX3t",  "CTOs."  and  die  like. 

"Health  planners'*  have  beoome  "mvkating  directon." 

As  feeteua  J.  Warceo  Salinoo  pots  it  'Over  the  past  sevtxal  yean  die  hospital  Jodustriei 
tiida  magazines  have  extdkd  die  neoaasity  of  dunging  flieir  histoncal  role  dtroog^ 
divarsiScatlon  into  'oaw  madMs*.  Forward  lookisg  heipita]  exeeudves  aie  urged  to  psnake 
in  IcngHrange  strategk  jdanning,  set  op  'proilt  centea',  and  sedc  out  'ca|itive  distxibiitioo 
ayHtam*  lu  guanuttee  padem  flow.  Noaprofliable  potieou  aie  not  to  be  'tarsBted'  ia 
nvirfcedng  new  services." ' 
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Coponttlzatioii  of  the  health  care  tector  pioduoei  an  eaq>huis  on  piofits,  on  maiket  tbue,  on 
invettment  opportunities.  Sornce  tad  cammunUy  need  tre  defloed  as  tb»  "deouuKl  fuactian" 
for  hMUb  cen.  And,  as  we  know,  t  demand  thtt  cannot  be  paid  for  gets  little  lespooie  &isD 
the  marketplnoe,  e^edaUy  If  there  aie  alnrnuive  InvesnocDi  opptntualtte*  avaiUble. 
tiefeiKlers  of  the  evolution  of  a  naoe  marieet  driven  tysem.  who  beHem  d»t  the 
eoipoiBdzation  of  health  care  irodoces  a  sodal  benefit  ar^ae  Oat  oompeddon  produces  a 
downward  preMwe  on  health  care  prices  and  an  efficient  distribudon  of  JMOUtces. 

The  putpoM  of  tny  tMtimony  today  is  to  pnsent  evidMtCC  about  the  nature  and  effect  of 
changes  that  have  occunod  in  the  health  sector.  My  wodc  suggests  dwy  are  changes  in  which 
d»  small  "tail"  of  for^prafit  hecOth  delivery  has  wagged  efTiectively  tie  rather  large  "dog*  of 
the  oon-ptofU  voluntary.  ctKnmimty-oriectBd  health  caie  secto:.  In  the  past  two  decades,  and 
especially  siitce  1981,  with  the  tiietaiu;  Utat  die  maricetplaec  will  solve  all  of  our  praUemi, 
we  have  seen  a  health  sector  develop  that  is  capable  of  elabonte  maricet  segmentation  but  is 
not  capable  of  cost  contaituneot.  We  have  seen  a  health  sector  giow  that  can  pay  fabulous 
salaries  to  adminisuatocs  and  fabulous  ptoSts  to  contractors  bat  can  not  provide  covenge  to 
37  mUlion  Americans  at  all  and  can  provide  only  inadequate  coverage  for  an  addldonal  SO 
million  Amtricans.  In  ahon  we  have  seen  a  "marketplaee"  crealed  wUcb  has  torn  asunder  the 
cODOoranity  base  of  out  health  delivery  system. 

In  this  new  health  care  marketplace  "soccescfiil"  insdtmions,  hospitals  and  insusn  that  do  not 
take  caie  of  poor  people  or  paiticubrly  sick  people,  have  become  very  wealthy,  at  have  tbdr 
management  ttafis,  «Me  ti»  ibared  base  of  community  services  has  largely  disq>peate<l  fiom 
the  health  caie  sector.  In  sbon.  ifae  for-profit  wctor  rhetoric  of  profits,  msket  segmetxtadon. 
targeting  "winners"  and  not  taigedng  loien"  is  rqridly  becoming  die  zhetoiic  and, 
unfortunatdy,  the  behavior  of  'Jie  ttot-tior-pro&t  health  cam  secmr  as  they  are  fotccd  to 
compete  fbr  patients  and  fiscal  tolvcocy  with  die  for-profit  mctor. 

Wth  this  change  the  health  care  of  the  American  people  Is  at  gteai  jeopardy.  For  tboie  with 
special  needs,  for  those  who  are  pooter  than  most,  for  those  who  are  sidcer  dian  most,  we  are 
OMting  a  hMlth  em  tytiem  that  acdvely  diacourages  their  traumeat  becanae  tbeae  an 
patients  who  cannot  be  as  profitable  as  other  padenu.  For  the  rest  of  as  we  are  cneatittg  a 
system  which  is  too  cosdy  to  maJntain,  aa  cos^ctidoa  pievams  the  dtatiag  of  icrvicat  and 
the  developmem  of  pubiioly  acoountafale  coopenttve  amnfemenB  to  ibare  eicpensivB 
eqidptDCDt.  facilities  and  procedures  to  the  beoeflt  of  padeots  and  caoBxiumtleK. 

Fdr-ptoGt  oiodals  of  economics,  management,  oompeusatton,  inveasDem  and  stnictum  are 
becoming  ttoonativc  duoughout  the  haalifa  sector.  As  R.W.  Rtaein  stated,  "die  cocporate 
chatats*  soooeu  bat  elicited  a  coiiyHniBnt  £nom  tte  non-profit  sector  imitation.  Noo^irofit 
hociHiala  are  also  fonoing  muld-ho^dtal  aystema  and  there  am  now  22S  DOQ<prafit  •ynen* 
diat  manage  1131  hospitala.  'The  same  lagitdiems  diat  propel  such  companies  aa  Sears, 
MrDnnaldt  and  Eu«o  are  also  ^pUcabie  to  dw  inadtntional  healdi  care  sector..'  stated  an 
Officer  Of  dteHotpitalOarpondoa  of  Annica.*  ' 
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The  prapoMd  ule  of  Onwp  Heilth  Awodaiion,  Inc.  to  Hutntm,  Inc.  li  mindly  ia  liae  with 
the  tnod  ot  eorpontizailon  of  ilie  U^.  healtii  ct»  soctor.  I  with  I  eoaU  tay  dwt  tfaii  b  a 
unique  ntuadoa,  but  it  ii  all  to  teqoeot  and  oonsDOii.  Tlie  corpontiflUioo  of  HMOs  pmlMi 
the  orpnizadon  of  aanins  homes,  ipecialty  ttospialK,  OiagiWMtic  cqatpneat  pcovidwa, 
phytieUnt'  invctices  and  muld-hotpital  organizatiou.  is  &et  all  pars  of  tbe  beahh  lector. 
The  health  sector  is  becoming  a  compeciiive,  nudcet  onented  sector,  Jun  as  am  bealtfc 
policies  have  directed  it  The  results,  however,  are  not  the  udvatian  of  our  healdi  lystem  we 
mi^  wish.,  as  the  following  leceat  example  illnsmuei. 

In  PUladelphk  today  we  are  witnessing  the  height  of  coipante  anogaaoc  from  industrial 
giants  in  both  the  ttot-fot-pn&t  and  the  for-profit  secton.  Children's  Hospital  of  Philadel^a 
(CHOP)  has  Soed  Health  Management  Alternatives  CHMA),  a  lorprofit  UEO  -  an  involuntary 
managed  caie  netwoilE  tar  poor,  wmtly  wiDority  PtuUdelpfaians  wiio  at«  Medicaid 
beoefidazies.  The  suit  charges  that  HMA  practices  a  lystem  of  retroactive  and  partial  deoialt 
of  inpadeat  claims  designed  to  rmnimiTft  paymems  to  the  bospiiaL  The  stm  allegies  that  each 
denial  Is  planned  to  be  too  small  for  the  ho^iital  to  taie  carrectiye  action  against  HMA. 

CHOP  reminds  us  in  their  public  srstements  that  the  pcofitt  of  HMA  wen  mote  than 
$30,000,000,  causing  studies  and  reports  &om  federal  legulators.  HMA  tlieo  reminds  tu  that 
CHOP,  a  chaiitable  hospital,  made  $47,000,000  prt>fit  in  ^  last  fiscal  year.  CHOP  baa  also 
received  press  aneotioa  in  Philadelphia  for  it  $400jOOO  per  year  cooqiensatim  package  for  its 
CSO  and  the  $600,000  inteicn  ftcc  loan  it  made  to  him  so  be  coold  puzchai e  a  home.  This 
obacenc  orgy  of  profiteering  takei  place  in  a  eommunity  widt  the  two  highest  census  tracts  in 
Philadelphia  ia  terms  of  Infknt  monalliy  -•  with  ntcs  simtlar  to  isopoveriahed  devslopiag 
countries. 

Who  u  nsht  on  the  merits  of  the  suit  is  irrelevant  What  is  iterant  is  that  a  fabulously 
ptafitable  charitable  imdtudon  (md  a  ^bolously  profitable  "^'^ff^  care  prognuD  are 
unwilling  or  tinahie  to  coMdInate  their  resources  for  the  benefit  of  the  commtinlfy  tbey  get 
rich  by  serving.  The  result  is  that  our  chUdnen  sinqily  add  onneoeaaarily  and  quietly  die.  Bodt 
inidtutioni  have  odier  priotidst  ~  profits.  And  our  puUie  and  health  poUdfia  do  nothing  to 
change  these  fieta. 

Paul  Stair,  who  woo  a  PoUtser  Prize  for  his  bode  Tht  Social  Tmvfomaaon  cf  American 
tttcUciM  described  five  usoda  diat  accompany  the  yiuwih  of  fCTTfnrnip  medicine.*  Thvy  ave: 


1.  Cbange  in  Qrpe  of  ownenh^  and  contol, 

2.  Herizooial  integrmofl, 

3.  Dlvmificaiioa  and  corporate  lesvnctising, 

4.  Venical  intepvdcn,  and 

5.  ladacBy  coBoenndoL 
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We  nt  eaamAy  ledag  tU  of  theie  modi  evdve  in  te  devdopmot  of  naaagtd  ( 
lymos.  We  ere  teeiiif  leiser,  £n  profit  HMOt  and  FPOa,  vueBy  ipooaoRd  by  ioMtnoc 
^^ftiT«p««<«i,  buy,  att§e  with  lad  come  to  dooiiMne  their  omket  eiete.  We  ire  leeiDg  naaD 
pimi  npieced  by  Iv|er  plan,  wfiaceA  by  sdU  Iscer  i^au.  We  se  aeeing  «a  lUwauive 
dflUvoy  (yimB  aeated  m  «  oadoMl  iWivety  synem  with  virtually  ao  o««fri|^ 

TriMk  rf  M.««ff|tf  Par.  CimmmMuUm 

Pint,  let  me  m»  new  of  tbe  fitcts  of  the  trends  in  HMO  ownerriiip  and  arfiaizaiica. 


1.  Miiwted  cart  lyKoM  era  |r««^  bi  Om  >eMt  rtgulated.  Ica^  aGCOuntebk  aad  l«M 
«0M  comalinDent  oriasled  Ibrma.  There  ware  553  KMOt  is  te  Uniied  Stitei  at  ifae  eodof 
1991.  346  or  them  (63%)  wen  individDal  practiGO  aMoeietkma  (IPAt)  and  16«  went  gnonp 
nodel  (30%).  In  1974  the  ratio  of  i^oop  iDodel  HMOt  to  IPAi  waa  70%  groop  to  30%  PAi, 
a  virtnal  leveraal  of  the  cotnpoeition  of  HMOi  la  the  naiiai.*  Tte  dlatiacticM  betwoca  pcap 
model  aad  IPA  axxkl  HMOi  is  ioapatant  to  note  becanie  the  IPA  models  oootimie  to  rely 
heavily  on  fee>fbr«ervioe  reimbutsemeatof  phyrideas  aod  nttaaiaf  of  access  to  eve  tfarou^ 
otfliziiHon  review  pmceases.  They  are  eaiociatBd  wid>  do  pnyvea  reoonl  of  cost  savinp. 

In  Jm»  of  1992  tfaa  Contrestionai  Budget  OfBce  issaed  a  Stiff  MettwMdum  oa  The  Effects 
of  Mmaged  Care  on  Use  and  Costs  of  Heehh  Services.'  They  OMchjded  that  "(t)he  cvailablo 
vriOcaeQ  sagfeais  duu  group  and  staff  model  HMOt  can  have  a  significaBt  lo^Kt  on  use  aad 
ooeti  of  sRvioes  for  their  eoroOeea,  oMtimih  Ant  ^ffkca  may  not  lowv  tyattm  ¥fidt  cott*. 
ReKOCh  on  Independent  practice  uiociatkii  model  HMO*  and  PPOi  is  more  limited  _.  (and) 
suggests  that  these  ftems  of  managed  cere  may  redoce  nee  aad  eoeii.  but  there  is  ttrocb  less 
cenafatty  about  tUi  coocinsion..."* 

The  CBO  Memonndum  lists  leveiai  eltenuoive  eirplamniont  as  n  wiiy  oou  ravings  fw  a 
oaaaged  caie  plan  mi^  not  be  icfleeted  u  lysem  wide  cost  lavingt,  lodading  "higher 
admiiibtFadve  costs  ka  managed  care,  shifiiBg  of  costs  fion  the  legmeisi  of  die  population 
eowerad  by  managBd  care  to  the  legmeot  of  die  populatioa  aot  coveted  by  *'*MgT<^  care,  or 
iaeufWrient  imemst  oo  die  part  of  beatdi  care  buyen  la  obcelfllag  services  £or  the  least  cost"' 
OtiMT  lewawhii*  xeise  qoesdou  of  the  diffJErent  impact  of  difbitat  kinds  of  ""wfi)  care 
progtvns,  methods  of  provider  peyments  aad  selectioo,  and  the  issoes  of  cost  savlnga  venus 
cost  shifting. 

What  becoowi  deer  finm  dte  cottl  body  of  raaceivb  uc  HMOi  and  PPOe  ia  dut  we  do  aot 
know  if  ttiey  actually  save  money  tyiwn  wide.  It  is  voy  possible  that  all  d«y  do  ii  mdiBt 
to  healdiier,  envloyed  people  aad  tteo  ue  thetr  madcet  le«en|e  n  get  pdoe  dtaconnia  wbkb 
aeeitfleciBd  u  oast  sUfts,  not  savings.  The  ledocdOD  in  hoqatal  days  per  1000  population 
aaaooiatBd  widi  maaaged  care  nay  sia?>ly  reflect  a  ie*aningenKm  of  heahh  care  ftiads.  letfaer 
than  a  system  inde  uvings. 
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2.  Tht  nwMiMl  ort  Mctor  i>  cowoHttalfai^  The  tottl  of  353  HMO  in  1991  npmtatt  ■ 
eoatinuatlQB  of  the  eonsolidatiaa  ^  the  wcior.  ftcm  1970  ontU  1987  die  mnofoer  of  HMOs 
grew  ftom  174  to  647,  with  Ae  IPA  model  expetiendog  die  £utMt  growth.*  Since  1987  (be 
onmber  of  HMOc  hu  bMu  thrinkiag  tbRwgh  »  proeeM  of  meiicis  ud  icquitiilOiUt  a  pRlcsn 
which  thowi  every  liga  of  couinaing.  TUi  cooaolidation  repneati  •  ptecfietable 
(eMraetuhng  m  fiiuuiciAUy  wook  HMOt  ore  dztVeo  ttoai  the  intdBet  snd  tt  invosniiBiit  iateBit 
by  niikiul  fbms  intensifies,  gporxed  by  health  care  refcna  cSatu  fooued  oa  aunaged 
MJoiiBtidoB.  At  preient  lOHMUi.7  of  wfaidi  are  for-profit,  eatoll  S3%  of  all  HMO  emoUeea 
in  the  United  StatBt." 


3.  Vohntiry  mroUmcnt  of  ooastimen  In  HMO*  b  dcenuiag,  daspita  the  < 
ecoBonic  and  employer  generattd  pfORirt  on  caanuBcn.  HMO  growth  ia  tubactibera  ia 
dewing  dofwn.  Ftom  a  high  ^owth  nte  of  36%  in  1986  growth  haa  alowcd  to  6.1%  ia  1989 
and  S.2%  in  1990." 

4.  HMOa  concemrate  in  deneaty  poptdatad  ragioiia  in  wliicb  they  focua  ttieir  marketing 
OB  miburbMi  and  affliNat  «r«Mb  HMOi  and  HMO  growth  di&r  by  geognpfaic  area.  The 
veiy  pieaeoce  of  HMOs  is  largely  a  phenoaDnoo  of  seirepcditan  Amefica  widi  36%  of 
HMOs  iu  19S9  concennated  in  the  30  largest  tnetropolitan  aieaa  of  dte  ootaUry."  Growth  is 
Ugbect  in  the  Pacific,  Middle  Atlantic  and  South  Atlantic  States  (over  25%  per  yearX  bm  is 
ooty  1.1%  in  the  Midwest  states." 

5.  Ttaa  Ibi^pront  HMO  is  inarcaatagly  dondnating  the  HMO  aactor.  Noa-pnif)t  HMOs  are 
disappearing  in  the  process  of  mergers  and  coosoUdBtioBs  at  twiee  th*  nte  of  for  profit 
HMOf .  In  1990.  non-pr^t  HVK>s  shrank  16%  and  in  1991  12%,  fAak  ftar-pioQt  HMOs 
shntnk  by  only  6%  and  7%  during  dM  luae  periods.**  Enxollmcmt  ia  noii'pnJQt  HMOs 
similaiiy  is  shrinking  while  for-frofit  HMOs  are  growing. 

6.  The  HMO  market  place  is  not  staMa  with  flalltsrea,  aoqitiritioni  and  tBergcn  occurriog 
with  regularity.  HMO  failorsf ,  mergers  and  acquisinons  affect  a  substantial  a^nrity  of 
HMOs  in  any  givm  year.  From  1980  to  1990  dieie  have  been  178  HMO  failnraa.  148  HMO 
rongers  and  147  umo  acquisitions  in  a  total  umvene  dtat  never  exoeoded  633  i^ans 
according  to  data  provided  by  Interstudy."  Failures  and  mergen  conoentrms  in  IPA  modal 
HMOs  and  seem  to  be  preaent  in  bodi  local  and  oattooal  HMO  plans. 

7.  Managad  care  is  rapidly  growing  as  a  aouroe  of  insuranca  company  pnrflta  and 
prcmliUlB.  The  commercial  insoranc*  industry  and  the  not-for-taefit  faiswiaee  indnitry  (the 
Bines)  am  npidly  shifting  their  enqihasis  and  resources  into  tlie  managed  care  matket  lie 
commercial  iBiuraae*  indnetry  in  1990  eemed  25.3%  of  its  picmltnn  income  fxam  managed 
care,  qiproximaiely  two  thirds  of  whidi  came  fiom  the  less  tegolated  and  lets  docnmeaied 
PPO  madmc  This  share  uf  dicir  revenues  has  grown  finxn  03%  in  1982."  Coomwcial 
insmtrs  'owned  43%  of  HMOs  nationwide  and  euoHod  27.2%  of  HMO  omllees  in  190a'^ 
IhcTBasingly  Blue  Cnsi/Blue  ShteU  plans  are  tUfiing  their  emphasis  to  managed  care 
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thRwgii  ipiBo£Ei,  sutMidiaxieE  (uually  Cor  profit)  wad  diiough  dniple  reorganinrinnt.  Id  New 
Jvncy  for  '"Mn"rr  tbe  Blues  tiow  opoxacB  m  a  iialewide  mftnayil  care  oMwoti.  la 
Pennsylvtnla  the  sales  force  of  ihc  ivgest  Blue  plan  openly  tell  conwnwra  that  wiihio  tfaxee 
to  five  yean  tbey  will  drop  tbeir  indemnity  plant  entiieiy  in  fayor  of  managed  care 
"pradacts." 

The  drive  for  concentratkxu  ooasoUdatioo  and  piofit  oriented  oopontizatioR  in  t)ie  HMO  area 
is  not  at  all  surprising.  It  may  be  destzuctive.  b  may  even  be  lethal  to  dtiaens  with  seriotu 
medical  neoda,  but  it  is  precicely  the  healdi  system  behnvior  we  have  asked  fbr  by  not  making 
health  care  a  right  for  all  people.  We  have  told  health  care  iastiiadoos  to  ooo^te,  to  pay 
attentien  to  tlw  bottom  Un*.  to  mimis  th«  bosisess  pnotioM  of  the  wider  society.  Thee  when 
they  do  what  they  are  asked  to  do  we  get  a  gUssser  that  maybe  we  have  asked  the  health 
system  u>  do  ifac  wrong  thing. 

How  Pnmis  are  Made  In  Holth  Can: 

It  is  a  ticDple  fitct.  widely  known  by  people  who  work  in  the  health  care  sector,  that  it  is  easy 
to  make  proGo  in  health  care.  If  yon  take  care  of  afthieDt  people  you  will  take  care  of 
people  who  as*  more  healthy.  If  you  can  separate  the  sick  firom  the  very  sick,  if  yoo  can 
treat  the  healthiest  pazt  of  any  category  of  "skk  people"  you  will  make  profits.  If  yoo  avoid 
treating  certain  categories  of  people  -  people  wid>  disabilities,  people  with  chronic  Qlnesaes, 
people  whose  woric  potcs  Jimnwtiste  tad  long  tena  health  ziska,  people  who  ere  poor  or  who, 
in  this  society,  are  ooinarity  group  membot  -  yoor  costs  will  be  less  than  your  Incoeae. 
Given  roimbuzsement  wytvua%  that  are  basically  avengliig  systeou,  any  tm-HmnjuKi  wiiluti 
separates  people  aUows  you  to  make  profits. 

Health  cait  has  always  been  based  spoo  exienshe  cross-subddiaation.  Bsople  who  aie 
healthy  subsidize  peqile  «^  are  sick.  Again,  all  of  us  who  woric  in  Ae  health  care  sector 
know  that  a  small  percentage  of  patients  use  the  vast  majority  of  heath  care  rceouroes.  If  any 
provider  system  minimizes  their  contact  with  these  persons,  and  cootinaei  to  get  paid  based 
on  an  average  cost  basis,  they  wil  make  great  profits.  Howevar,  the  providers  who  then  act 
edncally  to  provide  care  whete  it  is  most  needed  will  be  dqoived  of  the  croN-tubiidka. 

Managed  care  plans  which  understand  this  reality  can  easily  avoid  money  loeing  patients  and 
thereby  be  profitable.  Tliey  sliqjly  gear  their  madcetiag  to  amU  certain  casamuiiidss.  They 
tisBfly  recruit  ceitafa)  doctm  and  hospitals  but  not  others.  They  bdkl  a  netwodc  that  is 
siii9ly  inaccessible  to  the  people  ibey  want  to  avoid  and  the  profits  axe  guaranteed. 

The  dlacrlotinating  variable  it  not  fo^pra6t  vs.  not-for-praflt  ownenUp.  The  diKrimirauing 
doctor  is^  commitment  of  a  provider  to  a  single  claa  of  care  Cor  all  consunoers  at  a  coat 
diat  is  aSotdable.  This  commitment  is  singly  not  tewarded  in  a  ooo^etitive  market  place.  On 
the  contrary  ethical  provideni  who  believe  bealdi  one  is  a  ri^  ate  losbig,  being  teaonrcea, 
losing  the  capital  needed  to  serve,  to  expand,  to  meet  teal  health  needs. 
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'^fln"?*ti  Care  and  the  Restriction  of  Care 

We  have  begun  to  conduct  focus  groups  with  hospital  social  workers.  In  these  focus  groups, 
we  collect  case  studies  on  the  problems  people  encounter  in  managed  health  care  settings.  The 
case  studies  we  are  collecting  are  only  the  tip  of  the  iceberg.   We  have  heard  about  patients' 
experiences  with  pnvate  health  maintenance  organizations  including  U.S.  Healthcare  (and 
HMO  of  PA  and  NJ)  and  Keystone  Health  Plan,  as  well  as  public  HMOs  (Medicaid  managed 
care)  Health  Management  Alternatives  (HealthPass),  Health  Paitncn  and  Mercy  Health  Kan. 
In  both  private  and  public  managed  care,  we  see  that  the  structure  of  managed  care  often 
discourages  access  to  necessary  health  care  and  diminishes  the  quality  of  care  patients 
receive. 


From  the  initial  sample  of  case  studies  we  collected  we  grout)ed  the  problenas  into  the 
following  categories: 

1.  The  reluctance  of  managed  caie  plans  to  pay  for  physical  therapy  and  other  treatments 
that  do  not  cure  a  chronic  illness  but  that  allow  patients  to  lead  more  normal  and 
productive  lives,  thus  discouraging  a  person  or  family  from  continuing  enrollment; 

2.  The  HMO  practice  of  using  a  general  practitioner  as  a  "gatekeeper"  who  must  approve 
all  procedures  and  referrals  to  specialists,  often  limiting  the  patient's  access  to 
specialty  care; 

3.  The  failure  of  some  HMOs  to  pay  for  durable  nodical  equipment  such  as  wheelchairs 
and  walkers  sending  a  clear  message  to  the  chronically  ill; 

4.  The  loss  of  freedom  of  choice  of  physicians,  especially  the  choice  of  specialists  for 
serious  conditions,  again  sending  the  message  that  if  you  need  a  doctor  we  do  not 
include  in  our  panel  you  either  make  do  with  who  we  offer  or  you  find  another  plan; 

5.  Problems  getting  home  care;  and 

6.  Problems  getting  doctor-recommended  procedures,  medications,  or  blood  products. 

The  following  case  studies  are  repeated  over  and  over  in  every  community  where  consumers 
are  forced  into  numaged  care  settings  by  economic  considerations  rather  than  as  a  choice  of 
quality-based  health  care  alternatives.  We  believe  that  there  is  imptmant  data  about  the 
problems  which  currently  exist  for  people  in  HMOs.  This  data  wUl  not  be  released  by  the 
HMOs,  or  by  the  people  who  are  advocating  the  wholesale  imposition  of  managed 
competition  on  the  American  people.  However,  this  is  inqxjrtant  information  for  people  who 
care  about  the  quality  of  health  care  in  this  state  and  country. 
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(^ast  #1:  A  patient  with  chronic  obstructive  pulmonary  disease  (COPD)  was  so  debiliuted 
that  she  was  using  oxygen  at  home  and  was  unable  to  leave  her  home  except  to  come  to  her 
medical  appointments.   There  is  available  treatment  that  would  allow  hei  to  become  moie 
active  and  have  a  quality  of  life  much  above  her  present  status. 

However,  her  HMO  continuously  claims  this  treatment  is  not  covered  by  her  insurance.  A 
physician  at  a  participating  hospital  in  her  HMO  network  trains  people  on  bi-level  positive 
air  pressure  machines  (BIPAP)  which  they  then  take  home  and  use  as  required.  This  therapy 
allows  patients  to  spend  less  time  in  the  hospital  and  be  more  active. 

This  therapeutic  admission  to  the  hospital  was  denied  by  HMO-A.  The  patient  then  suffered 
a  COPD  crisis  that  could  have  been  prevented  by  the  prophylactic  suy.  She  was  admitted  to 
the  hospital  through  the  emergency  department,  for  which  HMO-A  paid. 

The  doctors  then  moved  her  to  the  specialized  unit  for  BIPAP  traimng,  believing  that  now  the 
treatment  was  more  important  than  ever.  HMO-A  denied  coverage  for  the  entire  stay  on  the 
imit  and  would  only  pay  for  the  one  day  that  the  patient  was  on  a  medical/surgical  unit. 


Cayc  #2:  We  received  several  reports  about  problems  which  occurred  because  HMOs  will 
only  cover  60  days  of  physical,  occupational,  or  speech  therapy.  For  example:   A  child  was 
discharged  to  her  home  on  a  ventilator.   She  needed  physical  therapy  at  home.  Her  HMO 
would  only  cover  60  days  of  therapy.   After  the  60  days  of  dierapy  were  over  the  HMO 
refused  to  pay  for  continued  therapy  even  though  the  child  was  still  in  need  of  therapy.  The 
social  worker  attempted  to  help  the  child  continue  her  therapy  with  an  early  iiuervention 
program  but  these  programs  offer  infiequent  therapy.   The  child  needed  to  be  in  therapy  over 
a  period  of  years  in  order  to  improve  the  quality  of  her  life.   This  child  did  not  get  a(tequate 
physical  therapy  to  meet  her  needs  given  the  professional  judgment  of  her  physicians,  social 
worken  and  therapists. 

Case  #3:  A  family  was  covered  by  2  HMOs,  HMO-B  and  HMO-C  The  family  has  a  chiW 
with  a  serious,  chronic  illness  requiring  leg  braces.  The  family  foimd  a  physician  who  could 
properly  diagnose  the  child  and  properly  measure  the  child  for  braces  in  HMO-B.  HMO-B. 
however,  would  not  cover  the  necessary  leg  braces.  HMO-C  would  cover  the  braces  but 
would  not  honor  the  diagnosis  and  prescription  since  the  child  was  seeing  a  HMO-B 
pediatrician.  The  family  did  not  want  to  switch  doctors.  The  case,  as  far  as  the  social 
worker  knows,  was  never  resolved.  The  HMOs  just  fought  back  and  forth. 
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Case  #4:  A  four-year  old  child  with  bums  was  refened  by  her  primary  physician  to  a 
specialist.  However,  when  the  bum  specialist  prescribed  special  dressings  and  antibiotic 
cream,  the  parent  found  she  could  not  fill  the  prescriptions  at  her  designated  phamucy  unless 
her  primaiy  physician  rewrote  theno.  The  pbannacy  told  the  child's  mother  that  ihey  would 
not  honw  the  prescriptions.   They  told  her  that  she  had  to  take  the  child  back  to  the  primary 
care  physician.  Unfcntunately,  she  could  not  do  that  since  the  primary  physician  did  not  have 
office  houn  again  for  two  days.  The  child  could  not  wait  for  three  or  more  days  before 
staitiog  the  treaonent  with  the  antibiotic  cream. 

The  hospital  used  their  own  supplies  and  emergency  funds  to  make  sure  that  the  child  was 
cared  for,  but  by  this  time,  the  parent  had  run  from  one  end  of  the  city  to  the  other  in  an 
attempt  to  care  for  her  child. 


Case  #5:  An  18  month  old  child  required  a  prosthesis.   This  child's  parents  had  HMOB 
coverage.  The  child  was  growing  and  needed  a  larger  prosdiesis.  The  HMO  would  only  pay 
for  the  fint  prosthesis  but  not  subsequent  ones.  Widi  braces  and  prostheses  it  makes  no  s«ise 
to  limit  availability  to  a  single  time.  People,  especially  children,  grow.  Their  needs  change. 
Limiting  a  child  to  one  prosthesis  is  essendally  making  it  impossible  for  the  funily  to 
continue  as  HMO  enroUees. 


Case  #1:  Standard  treatment  for  a  person  with  hemophilia  is  very  e;qiensive,  often  costing 
$300,000  per  year  for  blood  products  alone.  One  teaspoon  costs  $1,500  and  a  person  with 
hemophilia  needs  about  3-4  teaspoons  per  week.  This  life-saving  treatment  is  required  from 
Uzth  to  death,  and  diere  are  no  alternatives.  This  medication  would  obviously  bankrupt 
nearly  any  family. 

A  pediatric  hospital  blood  bank  u  forced  to  subsidize  die  cost  of  diese  blood  products  since 
HMOs  will  not  pay  for  blood  products.  Medical  assistance  will  pay.  However,  when  people 
unknowingly  switch  bom  Medical  Assistance  to  Medicaid  managnd  care,  die  blood  bank  is 
forced  to  incur  the  cost  of  blood  products  without  reimbunenwoL 


The  message  to  all  of  these  families,  patients  or  consumen  is  If  you  are  sick,  go  elsewhere. 
We  treat  the  profitable  patient  only.  If  your  needs  exceed  die  average  we  will  make  you 
unwelcome  or  unwell". 

yh^,  ^A'T'^Woii  Md  Heahh 

The  guiding  principle  of  the  insurance  indusoy,  die  indusoy  that  is  increasingly  oootroUing 
the  marketplace  for  HMOs  and  PPOs,  is  "(actuarial  fairness  ~  each  person  paying  for  his 
own  risk."  Such  a  concept  "is  a  mediod  of  organizing  nautual  aid  by  fimgmenting  commonities 
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into  ever-smaller,  more  homogeneous  groups  and  a  method  that  leads  ultimately  to  the 
destruction  of  mutual  aid."'*  Commercial  insurers  "provide  for  pooling  of  risks  and  mutual  aid 
among  policyholders,  much  as  social  insurance  does,  yet  they  select  their  policy  holders, 
group  them,  and  price  their  policies  according  to  market  logic."''  In  a  noanaged  care 
environment  they  will  be  constandy  drawn  to  segmenting  their  markets  and  choosing 
profitable  clients,  unless  prevented  from  doing  so. 


The  mechanisms  to  segment  the  market  are  obvious: 

1.  Location:    Contracting  with  some  physicians  and  hospitals  but  not  others; 
emphasizing  marketing  and  provider  recruitment  in  some  areas  but  not  others. 
Focusing  on  an  affluent,  insured,  white  area  which  is  not  convement  to  pubhc 
transportation  assures  a  more  affluent,  assured,  healthier,  nxve  profitable  patient  base. 

2.  Recruitment:  Recruiting  physicians  who  treat  affluent  people  and  "de-markedng"  to 
physicians  who  treat  sick  people,  poor  people,  uninsured  people,  people  who  are 
Hrv+,  people  with  treatment  resistant  Tuberculosis,  people  who  have  gunshot  wounds 
or  knife  wounds  will  produce  a  core  of  aoctors  who  treat  patients  who  are  easier  to 
treat  and  less  costly  to  treat 

3.  Marketing  'Priorities":   Simply  avoiding  poor  people  as  Kaiser  HMO  or  US 
Healthcare  have,  by  avoiding  or  minimizing  participadon  in  Medicaid  contracts,  and 
by  avoiding  any  participation  in  paying  for  the  care  of  the  uninsured,  gives  you  a  leg 
up  on  profitability. 

These  are  but  the  most  simple  and  obvious  of  the  market  segmentation  nsechaoisms  used  in 
the  corporatization  of  American  health  care.   Of  course  we  would  be  remiss  if  we  did  not  add 
the  role  of  insurance  companies  in  excluding  people  by  profession,  by  location,  by  previous 
medical  condidons,and  by  individual  medical  histories. 

The  corporatization  of  health  care  poses  several  serious  policy  questions  for  Congress,  for 
state  legislatures  and  for  the  American  people.  We  have  to  decide  what  we  believe  the  heath 
care  sector  is.  If  we  decide  that  it  is  an  economic  activity  just  like  any  other  sector  of  the 
ecoDomy,  then  these  examples  cited  are  not  problems.  However,  we  then  must  recognize  that 
health  care  inflation  will  remain  uncontrolled. 

Mote  importantly  we  will  have  to  continue  to  accept  the  disparity  of  mortality  and  morbidity 

by  race  and  class  so  prevalent  in  the  United  States.  Mortality  and  disease  by  race  and  class 

will  continue  and  that  we  will  face  an  increasingly  polarized  society  with  substantial 

differences  in  a  two-class  healdi  care  system.  We  wiU  continue  lo  have  low  biith  wei^ 

births  be  110%  higher  for  Aftican-Americans. 

Neonatal  mortality  will  continue  to  be  97%  higho-  for  Aftican-Americans. 

Maternal  deaths  will  continue  to  be  3.3  times  higher  for  African-Americans. 

BO9I393A.09iJM 

Soiaikai  for  Ptofien.  be  10 


32 


Qiildhood  Tuberculous  will  continue  w  be  4  to  5  times  hi^ier. 

Childhood  Anemia  will  continue  to  effect  between  20  and  33%  of  African- American  children. 

Hypertension  will  be  nwre  than  10  times  higher  for  African-Americans  and  diabetes  33% 

more  prevalent. 

Heart  disease  death  rates  wilhbe  1.25%  higher  for  African- Americans  and  stroke  rates  80% 

higher. 

These  same  statistics  will  be  refleasd  for  poor  people  of  all  races,  given  that  we  collect  far 

better  data  on  race  than  we  do  on  economic  class. 

When  we  declare  health  care  a  simple  economic  acdvity  wc  lose  the  ability  to  create 
appropriate  incentives  among  providers  and  consumers  to  attack  this  disgraceful  disaibudon 
of  mortality  and  morbidity  by  race  and  class.   If  the  iiicendve  in  the  health  care  sector  is  to 
make  profits,  and  profits  are  made  by  ignoring  populations  who  are  sicker  who  are  more  at 
risk,  who  are  more  needy,  who  cost  more  to  take  care  of,  then  we  lose  die  ability  to  target 
our  precious  health  care  resources  on  chose  who  need  health  care  the  most 


The  Issue  for  Pubik  Policy 

We  must  make  a  decision  as  to  whether  we  want  health  care  costs  to  be  minimized.  I 
suggest  that  health  care  is  an  essential  social  welfare  service  that  must  be  universally 
available  for  the  people  of  a  society  to  be  healdiy,  to  be  prosperous,  to  be  competitive  in  a 
global  economy  and  to  pursue  their  individual  and  collective  goals.  We  want  to  spend  evet>' 
penny  we  need  to  on  health  care  and  not  one  penny  more.   Thi<i  should  be  a  governmental 
goal,  especially  since  government  is  by  far  the  largest  funder  of  health  care.  Especially  given 
that  universal  health  care  is  on  the  agenda  of  government,  we  should  make  clear  that  what  we 
want  is  universal  access  to  comprehensive  benefits  at  the  lowest  possible  cost. 

If  we  want  to  let  the  market  decide  how  onich  health  core  costs  should  be  then  we  accept  the 
economk  disadvantage  that  every  American  business  faces  when  competing  in  a  global 
market  with  other  advanced  industrial  cotintries  who  spend  23.  30.  or  more  percent  less  on 
health  care  than  the  United  States.  If  we  believe  that  hospital  administrators  should  be  paid 
at  the  same  rate  as  corporate  executives  of  multinational  cotpotatioos,  then  we  create  a 
burden  for  the  pnxincdve  portions  of  our  economy. 

We  also  have  to  decide  if  we  believe  that  Uiere  should  be  local  participation  in  the  planinng 
and  oversight  of  die  community-based  health  care  system.  If  we  deteimine  diat  large  national 
and  multi-national  chains  are  appropriate  as  the  vehicles  by  which  health  care  is  delivered, 
then  government  has  no  pro-acdve  role  in  creating  policies  to  change  this  ra^d  evolution  in 
our  healdt  care  sector.  However,  if  we  believe  that  there  should  be  accountability  in  a  sector 
that  is  substantially  not-for-profit  and  had  its  roots  in  community-based  health  care 
institutions,  dien  we  need  to  uke  eSective  action  to  pieserve  that  type  of  health  care  system 
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and  to  create  health  planning  and  health  care  policy  oversight  models  that  reinfnxe  such  a 
system. 

Therefore,  we  need  to  make  a  decision  about  what  Idnd  of  health  sector  we  want  If  we  want 
a  community-based,  not-for-profit,  efficient,  cost-minimizing  health  care  sector,  then 
government  needs  to  aid  in  die  creadon  of  that  sector.  A  sanq^g  of  existing  govamment 
regulatory  capabilities  makes  clear  why  federal  action  is  necessary. 

A  Sample  of  Existing  RemlatJOM 

The  regulation  of  HMOs  and  managed  care  programs  is  weak  and  is  fragnoented  with  minor 
federal  concern  for  financial  failures  and  with  major  responsibilities  given  to  the  states. 
Unfortunately  the  states  have  an  uneven  record  of  even  utxIcTstaiiding  issues  of  regulation  of 
managed  care.  We  conducted  a  telephone  survey  to  show  die  inconsistencies  and  large  gaps  in 
the  regulation  of  managed  care  programs.  We  found  substantial  differences  between  the  states 
and  substantial  gaps  in  even  the  best  states  in  our  sample. 

Overview  of  Survey  Results 

Five  states  and  the  District  of  Columbia  were  contacted  to  investigate  the  extent  of 
regulatory  oversight  concerning  the  delivery  of  care  to  people  living  in  poverty  by  managed 
care  providers.  These  states  were  Pennsylvania.  Venixmt,  New  Yoric,  the  District  of 
Columbia,  Ohio.  North  Carolina  and  South  Carolina.   The  states  ovenight  of  HMOs  generally 
was  the  purview  of  one  or  more  departments,  usually  either  the  Department  of  Insurance  or 
the  Department  of  Health.  Of  the  states  we  sampled  only  two  caidfWy  regulated  HMOs  ia 
tema  of  attempting  to  ensure  that  HMOs  provided  service  equaUy  to  poor  people.  The 
method  used  in  both  New  York  and  North  Carolina  was  to  take  maps  of  service  areas  and 
plot  the  location  of  hospitals  and  physicians  offices  to  make  sure  that  all  areas  are  served. 
None  of  the  other  states  contacted  reported  diat  they  regulated  HMO  service  provision  to  this 
extoit   In  fact,  most  of  the  other  states  we  contacted  did  not  even  use  criteria  of  special 
access  needs  to  collect  data,  much  less  regulate  licensure  of  HMOs. 

State  Siunmaries 

Pennsylvania: 

Regulation  of  HMOs  and  PPOs  is  shared  between  the  Bureau  of  Health  Care 
Hiuutcing  (which  looks  at  service  issues)  and  the  Department  of  Insurance  (which  looks  at 
fiscal  issues). 

Pennsylvania  requires  HMOs  to  have  "adequate"  primary  care  specialists,  but  they  do 
not  investigate  to  see  where  the  hospitals  and  doctors  are  located.  The  HMOs  are  required  to 
report  this  information,  so  it  could  be  examined  The  Medicaid  population  is  not  supposed  to 
be  treated  differentiy  from  private  payers.  However,  the  HMOs  have  few  Medicaid  enrrilces, 
and  "have  to  drum  up  business  with  die  Medicaid  population." 
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HMO  profitability  is  not  monitored. 

HMOs  are  supposed  to  handle  grievances  internally  before  the  grievant  may  go  to  the 
state.  However  the  state  is  understaff«i,  and  encourages  the  HMOs  to  resolve  the  grievances 
if  at  all  possible.  There  arc  time  "guidelines"  for  handling  grievances,  but  these  are  not 
followed  or  eitforced,  perhaps  because  of  die  lack  of  state  staff  to  intervene  in  a  timely 
maniter. 

Ohio: 

Regulation  of  HMOs  is  shared  by  three  departments:  the  Department  of  Health  (HMO 
Rrograms),  Department  of  Insurance,  and  Department  of  Human  Services  for  HMOs  serving 
Medicaid  population. 

PPOs  are  not  regulated. 

The  HMO  Prograzos  is  only  staffed  by  one  person  cunendy.  and  he  can  not  perfonn 
on-site  reviews  more  often  than  the  once  evciy  three  years  as  required  by  Ohio  law.  HMO 
Programs  does  not  regulate  coverage  of  poor  people.  DHS  is  supposed  to  do  this.  HMO 
Prt^ratns  is  supposed  to  certify  that  HMOs  have  adequate  numbers  of  provideif  to  serve  tiie 
population  they  are  certified  for,  for  the  services  they  have  promised  to  cover. 

The  Department  of  Insurance  is  the  last  step  of  the  grievance  procedure.  DOI  will 
refer  access  and  quality  issues  back  to  HMO  Programs.  DOI  handles  cost  con^laints.  If 
HMO  programs  is  getting  a  nimiber  of  access  or  quality  complaints  about  an  HMO.  they  will 
investigate  it  sooner  than  3  years. 

They  do  not  cunendy  regulate  PPOs.   However,  House  Bill  28  will  regulate  PPOs.   It 
was  submitted  in  response  to  PHP  (Physicians  Health  Plan)  in  Columbus  trying  to  drop  3 
hospitals.  They  were  accused  of  dropping  minority  hospitals  by  minority  physicians,  and  die 
bill  was  intnxluccd  to  prevent  these  kinds  of  practices  by  PPOs  and  HMOs. 

Vermont: 

Regulation  of  HMOs  is  shared  by  the  Department  of  Banking  and  Insurance,  which 
regulates  the  company  doing  business,  and  the  Health  Insurance  Rate  and  Fonns  Department, 
which  regulates  die  product. 

There  is  no  regulation  of  PPOs. 

There  are  no  regulations  to  monitor  HMO  service,  although  a  law  lecendy  went  into 
effect  requiring  HMOs  to  serve  everybody.   Vermont  Medicaid  does  not  utilize  HMO 
capitation  agreements  in  Vermont  The  state  does  not  check  to  see  if  HMOs  are  serving  poor 
populations. 

They  do  track  HMO  profits,  but  they  have  no  say  in  how  those  profits  arc  used.  They 
do  not  track  the  adequacy  of  HMO  payments  to  providers. 

Grievances  are  handled  by  HMO.  The  state  tries  a>  make  HMD  patients  aware  that 
they  can  also  go  to  the  state,  but  HMOs  are  not  required  to  inform  customers  of  diis  right 
Grievances  are  supposed  to  be  handled  within  a  reasonable  amount  of  time,  but  there  are  no 
maadivary  time  limits. 
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New  York: 

The  Bureau  of  Alternative  Delivery  Systems  is  responsible  for  regulating  HMOs. 
HMOs  must  have  services  that  are  of  good  quality  and  are  accessible,  and  they  must  have 
providers  in  the  areas  where  their  service  population  resides,  including  specialists  for  all 
elements  of  the  benefit  package  they  contract  for.   The  bureau  will  look  at  maps  to  see  that 
there  are  sufficient  accessible  providers. 

Profits  are  monitored,  and  profits  over  ten  percent  need  state  approval  to  be  transferred 
out  of  health  services.  HMOs  need  to  notify  the  state  if  they  wish  to  transfer  amounts 
exceeding  S%  of  profits  out  of  health  service  provision.  HMO  payment  rates  to  hospitals  are 
regulated. 

Grievances  must  be  handled  by  the  HMO  within  IS  days,  and  explanation  of  result 
must  occur  in  a  timely  manner.  Appeal  to  the  state  is  available. 

District  of  Columbia: 

The  Health  Planning  and  Development  Agency  representative  said  that  HMOs  are 
exempted  from  service  regulation.   Privately  purchased  HMO  products  are  not  regulated  in 
terms  of  consumer  service.   HMOs  serving  Medicaid  patients  would  be  subject  to  Medicaid 
regulation. 

North  Carolina: 

HMOs  are  entirely  regulated  by  the  Department  of  Insurance.  A  Secretary  in  the 
Department  of  Healdi,  when  asked  who  regulates  HMOs,  responded;  "What's  an  HMO?"  The 
Insurance  Department  carefully  follows  their  Examination  Standards  Manual  for  HMOs  and 
PPOs.  a  proprietary  document  HMOs  are  examined  thennially,  and  when  they  want  to  make 
a  significant  modification  of  service,  they  must  notify  the  state  and  are  examined  again  at  that 
point.  This  system  has  been  in  place  for  a  year  and  a  half.  The  state  requires  HMOs  to 
make  sure  they  have  providers  in  all  zip  codes  they  service,  and  in  all  counties,  as  well  as  all 
pans  of  municipal  areas.   Maps  are  used  to  check  this,  and  the  state  is  sensitive  to  issues  such 
as  making  sure  that  community  housing  areas  have  providers  near  by.   HMOs  can  not  be 
licensed  if  they  don't  have  specialists  in  all  areas  including  high  cost  services. 

Profits  are  monitored,  and  HMOs  must  justify  premium  increase  when  they  have  high 
profits.  Tlie  sute  attempts  to  balance  between  HMO  solvency  and  service  to  the  community. 
There  arc  four  HMOs  that  participate  in  non-profit  voluntary  programs  to  prtmde  care  to 
indigent  homeless,  although  only  one  HMO  takes  Medicaid  enrollees  in  the  state. 

PPOs  are  moniUMtd,  bnt  the  regulations  are  different  from  HMOs.  However,  in  the 
fuftire,  PPOs  will  be  under  stricter  regulation,  once  the  NAIC  comes  out  with  the  new 
standards  for  PPOs. 

The  grievance  procedure  is  handled  by  the  HMOs,  and  must  be  approved  by  the  state. 
The  State  tracks  complaints  and  uses  them  to  regulate  HMOs.   The  procedure  can  not  exceed 
six  months,  and  there  is  the  option  of  72  hour  review  for  emergency  cases,  such  as 
transplants. 


m9l39iAjD9l39} 

Soiaiom  ior  Pnina,  Inc.  14 


36 


Reyommendationa: 

The  issue  before  this  Committee  is  how  to  picvcnt  the  loss  of  a  substantial  health  care 
resource  for  the  people  of  the  District  of  Columbia.  The  issue  before  the  Congress  of  the 
United  States,  in  considering  national  health  care  reform,  is  similariy  how  to  regulate  a  new 
and  unproven  health  care  delivery  system  to  prevent  a  terrible  loss  to  the  people  of  the  United 
States.   The  issue  for  pubUc  poUcy  purposes  is  not  the  impact  of  for-profit  corporate 
ownership  of  a  single  health  care  plan.  That  issue  has  been  decided.  Increasingly  for-profit 
insurance  corporations  own  or  control  most  of  America's  HMOs,  Given  their  vast  wealth  and 
ability  to  dominate  marketing,  there  is  every  evidence  that  this  ownership  trend  will  contmuc. 
especially  if  a  managed  competition  health  care  system  is  imposed  upon  the  people  of  the 
United  States. 

The  not-for-profit  sector  has  learned  to  effectively  mimic  the  for-profit  sector,  thus  changing 
the  question  before  us  from  one  of  whether  profit-making  institutions  are  acceptable  in  a 
health  care  system  to  the  more  evidence-based  question  of  how  to  regulate  the  profit  motive 
which  is  ubiquitous  in  health  care  and  certainly  in  managed  healtii  care  systems.  Based  upon 
our  undentandings,  there  is  simply  not  an  effective,  state  by  state  capability  to  regulate 
HMOs,  and  the  faster  growing  form  of  managed  care,  PPOs. 

Let  us  then  look  at  some  of  the  issues  that  are  essential  for  regulators  to  examine.  These 
issues  will  protect  the  subscribers  to  Group  Health  Association  in  Washington,  D.C.  from  the 
profiteering  record  of  Humana  and  would  also  be  important  protections  for  all  citizens  of  the 
United  States,  to  be  considered  as  part  of  the  national  healti:  care  reform  program. 

First,  there  must  be  a  consideration  of  how  a  health  plan  addresses  preventable  mortality 
and  morbidity  within  its  primary  service  areas.   Such  consideration  would  allow  us  to 
identify  managed  care  programs  which  seek  to  avoid  areas  of  high  medical  need  end  would 
allow  us  to  differentially  construct  rates  based  upon  medical  need,  rather  than  allowing  for 
patient  skimming  and  profiteeTing.  If  a  managed  care  program  seeks  to  serve  people  with 
substantially  high  medical  needs,  hs  rates  should  reflect  tfiat  effort  In  addition,  over  time, 
such  a  monitoring  process  would  allow  rates  to  be  adjusted  to  reflect  the  success  with  which 
managed  care  programs  actually  address  preventable  mortality  and  morbidity. 

Second,  we  need  to  introduce  data  collection  and  regulations  that  will  answer  specifically 
issues  of  our  continuing  concern  for  the  cost  containment  dements  (if  any)  of  managed 
care  systems.  We  need  to  assure  that  all  managed  care  programs  keep  lecoids  of  their  ratio 
of  costs  of  actual  care  to  total  premiums,  the  cost  of  administration,  non-service  costs  and 
profits  compared  to  premiums,  and  other  indications  of  the  indirect  costs  of  care  winch  are 
taken  from  the  health  delivery  system. 
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There  should  also  be  specific  reporting  and  data  collection  to  deraniine  whether  HMOs  save 
society  by  reducing  total  health  care  costs  or  whether  they  simply  attraa  healthier,  younger 
enroUees. 

Third,  managed  care  programs  should  be  evaluated  in  terms  of  their  ability  to  lessen 
preventable  hospital  admissions.  Health  systems  should  initially  uae  ambulatory  sensidve 
diagnoses  as  a  beginning  point  for  such  studies. 

Fourth,  managed  care  programs  must  be  spedflcally  regulated  with  regard  to  practices 
of  predatory  competition.  The  segmentation  of  health  care  markets  over  time  reinforces  and 
rigidifies  a  two-class  health  care  system,  llierc  needs  to  be  strict  guidelines  for  managed  care 
programs  to  prevent  competidon  by  market  segmentation. 

Competition  should  occur  in  health  care,  but  it  should  be  competition  to  provide  quality 
services  at  the  lowest  possible  cost 

Regulations  with  regard  to  predatory  competition  should  cover  the  recrxiitment  of  providen 
and  the  marketing  of  services  to  consumers.  To  the  extent  that  communities  are  under- 
represented  or  health  care  institutions  are  under-represented  (with  at  differential  impact  widi 
regard  to  race)  there  needs  to  be  specific  regulation  of  the  condua  of  these  Institutions.  The 
cunent  rule  that  for  each  Medicaid  recipient  there  must  be  at  least  three  private-pay  recipients 
is  insufTicicnt  given  the  ability  of  large  corporate  health  plans  to  segregate  consumers  by 
location. 

Fifth,  attention  needs  to  be  paid  to  the  access  of  people  vrith  special  health  care  needs  for 
specialty  medical  care.  The  ability  of  health  plans  to  exclude  legitimate,  high-need 
consumers  by  structuring  its  benefits,  by  disciplining  its  physicians  or  otherwise  rationing  care 
must  be  prevented.  Basic  protocols  for  access  must  be  assured  for  all  special  needs 
diagnoses,  including  the  ability  to  access  physicians  outside  of  the  managed  care  networic.  if 
this  is  to  the  benefit  of  the  patient 

Sixth,  there  needs  to  be  significant  attention  paid  to  what  are  acceptable  ways  of 
reimbursing  providers  in  a  managed  care  system.  We  want  to  develop  a  health  care 
system  where  we  not  only  move  away  firom  fce-for-service  reimbursement,  but  we  also  move 
away  from  incentive  systems  that  reward  providers  for  under-utilizing  services. 

Finally,  we  need  to  develop  specific  concerns  for  public  accountability  within  the  health 
care  system.   Within  a  relarivcly  shon  period  of  time,  the  American  healdi  care  system  is 
transforming  itself  from  an  imperfect,  but  local,  community  baaed  network  of  services  in  the 
voluntary  sector  to  a  profit-oriented,  corporatized  health  care  system.  We  will  need  10 
develop  regulations  to  determine  the  role  of  volunteerism  within  health  care  institutions  and  to 
protect  that  role.   We  will  also  need  to  develop  specific  policy  roles  for  consumers  in 
managed  care  programs.  Policy  mediating  roles  in  Healtii  Alliances  are  insufficient  to  protect 
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tbe  right  to  health  care.  We  will  need  structures  to  guarantee  a  policy  role  for  consainers  at 
the  point  of  service  and  at  the  corporate  level  of  managed  caie  programs. 

These  initial  set  of  regulatory  concerns  are  essential  if  tbe  right  to  health  care  is  to 
survive  the  corporatization  of  the  health  care  sector.  These  piotectioas  aie  needed  by  the 
subscribers  and  beneficiaries  of  GHA  in  the  District  of  Columbia  and  by  every  American.  As 
the  carp(»«Dzadon  of  health  care  has  become  a  nadonal  issue,  and  as  national  health  care 
reform  flirts  with  strengthetiing  untested  and  unregulated  managed  care  systems  these 
protections  are  essential. 
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The  Chairman.  Dr.  Peeno? 

STATEMENT  OF  LINDA  PEENO,  M.D. 

Ms.  Peeno.  Good  morning,  Mr.  Chairman,  and  members  of  the 
committee. 

The  Chairman.  Before  you  go  on,  I  made  a  grievous  oversight.  I 
did  not  recognize  my  colleague  Ms.  Norton,  who  has  joined  us. 
Good  morning. 

Please  proceed. 

Ms.  Peeno.  I  thank  you  for  the  opportunity  to  be  here  today.  You 
did  not  have  a  prepared  statement  from  me  in  advance  because  I 
just  got  back  from  Argentina  last  night. 

My  name  is  Linda  Peeno  and  I  am  a  physician  with  specialty 
training  in  internal  medicine  and  infectious  diseases.  Currently,  I 
work  actively  in  the  field  of  medical  and  health  care  ethics  and  I 
am  a  student  in  a  joint  law  and  theology  program. 

I  am  also  the  executive  director  of  an  international  academic 
on — society,  for  which  I  am  the  Chair  of  the  Medical  and  Health 
Care  Systems.  I  am  a  State  and  national  board  member  of  Citizen 
Action,  a  nonpartisan  consumer  group  working  on  the  health  care 
issue. 

I  would  like  to  make  a  note  about  the  form  that  listed  me  as  a 
former  medical  director  of  Humana.  My  work  in  administrative 
medicine  began  at  Humana  6  years  ago,  which  was  as  a  part-time 
medical  reviewer,  a  member  of  a  5-member  physician  team  whose 
responsibility  was  to  review  medical  necessity  determinations  for 
admissions  and  continued  stay  in  the  hospital. 

It  was  my  experience  at  Humana  that  led  me  to  leave  clinical 
practice  and  go  into  administrative  medicine  as  a  means  of,  hope- 
fully, influencing  some  of  the  changes  that  were  occurring  in  the 
health  care  industry. 

From  Humana,  I  left  and  was  the  medical  director  for  2  years  of 
a  local  HMO  which  was  a  competitor  of  Humana,  and  then  I  was 
the  medical  director  in  the  managed  care  division  for  Blue  Cross- 
Blue  Shield  of  Kentucky  for  a  year.  I  was  also  the  medical  director 
of  a  300-bed  hospital  in  which  I  was  the  overseer  of  the  manage- 
ment of  Medicare  patients. 

It  was  my  work  in  all  of  these  areas  in  the  field  of  administrative 
medicine  that  has  eventually  led  me  to  study  law  and  ethics,  and  I 
think  this  will  become  clear  as  I  go  on,  because  I  discovered  that  in 
all  this  work  a  common  task  was  required;  that  I  was  expected  to 
use  my  medical  expertise  for  the  financial  benefit  of  the  organiza- 
tion, often  at  great  harm  to  patients. 

I  discovered  that  the  processes  that  I  initially  learned  in  my 
short  time  at  Humana  were  usual  and  customary  in  the  managed 
care  industry,  including  management  of  the  Medicare  patients  at 
the  hospital  level,  which  I  don't  think  is  being  discussed  today. 
What  I  learned  was  that  Humana  just  did  it  better.  They  provided 
my  combat  training  for  the  later  work  that  I  did. 

I  would  also  like  to  point  out  that  I  use  managed  care  generically 
as  all  of  those  processes  that  have  come  together  for  the  contain- 
ment of  cost  and  the  influence  of  patient  and  physician  behavior 
toward  that  end. 
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There  are  several  trends  about  managed  care  which  I  believe 
should  be  part  of  our  discussion  but  I  am  seeing  rarely  discussed, 
and  I  would  like  to  mention  four.  But  I  will  have  only  time  to  ad- 
dress my  personal  experiences  with  two,  and  will  be  glad  to  answer 
any  questions. 

First  of  all,  the  nature  of  the  work  that  I  did.  By  becoming  a 
physician  executive,  I  increasingly  became  aware  that  this  is  possi- 
bly an  oxymoron,  and  I  think  the  increasing  numbers  in  this  spe- 
cialty should  be  examined  carefully.  These  are  physicians  who  re- 
ceive high  salaries.  There  are  no  standards  for  qualifications,  no 
credentialing,  no  code  of  ethics,  no  oversight  mechanism,  and  no 
understanding  of  what  these  professionals  do.  I  can  say  that  be- 
cause that  is  the  field  that  I  chose  to  enter  5  or  6  years  ago. 

The  second  is  the  entrenchment  of  the  management  and  produc- 
tion model  for  health  care  delivery  that  is  captured  in  the  managed 
care  system.  In  this  case  physicians  are  often  viewed  as  inter- 
changeable parts  in  the  process.  They  are  losing  the  qualitative 
and  quantitative  values  of  close,  long-term  patient-physician  rela- 
tionships, which  has  tremendous  consequences  with  regard  to  ethi- 
cal decisions  and  problems  in  medicine  and  health  care. 

In  addition,  medical  needs  by  the  patients/consumers  are  viewed 
as  isolated  events  to  be  managed  and  massaged  as  needed  for  prof- 
itability. There  is  little  to  no  emphasis  on  the  value  of  time,  patient 
information  and  education,  and  privacy  in  our  existing  cost  con- 
tainment strategies. 

The  third  thing  that  I  am  concerned  about  is  the  lack  of  genuine 
critical  investigation  of  the  mechanisms  and  logistics  of  what  we 
call  managed  care — how  these  processes  are  really  working  and 
what  they  really  accomplish. 

When  I  first  began  my  work  as  a  medical  reviewer,  an  account- 
ant with  this  insurance  company  explained  to  me  the  simple  arith- 
metic of  my  job:  "We  take  in  a  premium.  We  use  about  10  percent 
to  run  the  business  and  we  try  to  keep  as  much  as  possible  of  the 
rest.  Your  job  is  to  help  us  do  that."  As  a  doctor  working  for  insur- 
ance companies,  I  was  to  make  decisions  for  the  company's  benefit, 
not  for  the  patient's. 

In  my  multiple  areas  of  work,  which  went  beyond  Humana,  I 
was  involved  in  the  design  and  administration  of  many  processes 
whose  goals  were  to  achieve  fewer  payments  of  claims.  Because 
some  of  these  activities  are  little  known,  I  would  like  to  run 
through  a  list,  and  would  not  dwell  on  them  but  would  be  glad  to 
answer  questions  about  the  ways  in  which  they  are  used: 

Benefit  design  in  which  you  can  exclude  people  simply  by  the 
nature  of  the  benefits  you  draw  up;  pre-existing  clauses,  which  we 
are  familiar  with;  underwriting;  marketing  aspects;  the  network 
design;  the  choice  of  the  physicians  and  providers  with  the  right 
orientation  incentives  to  restrict  or  even  withhold  care;  technical 
and  procedural  design,  which  is  often  used  in  managed  care  organi- 
zations to  create  processes  which  are  difficult  for  patients  to  even 
know  or  follow  if  they  do  know,  so  that  payment  of  claims  can  be 
denied  for  lack  of  following  the  right  route  that  was  designed. 

Information  overload  and  uninformed  consent. — The  certificate 
of  coverage  by  an  insurance  company,  particularly  a  managed  care 
plan,  is  treated  as  a  contract  and  patients  often  have  no  idea  what 
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is  in  this,  particularly  patients  who  are  illiterate  or  can't  under- 
stand the  nuances  of  the  language. 

Rhetorical  misrepresentation,  where  something  is  described,  for 
example,  as  a  comprehensive  major  medical  plan  but  only  pays  80 
percent  of  the  allowable  amount  of  covered  services,  which  is  all 
very  confusing  to  the  consumers  until  they  have  to  pay  these  costs. 
Separation  between  entitlement  and  receipt  of  benefits. — If  you 
look  in  a  standard  insurance  contract,  you  will  see  phrases  like, 
"You  are  entitled  to  receive  benefits  for  covered  services  as  speci- 
fied in  the  certificate."  But  receipt  of  benefits  is  subject  to  terms 
specified  in  the  certificate,  which  means  that  the  reviewers  can 
make  all  kinds  of  determinations  to  their  benefit. 

Exclusions. — These  often  run  up  into  pages.  Our  current  Blue 
Cross  policy  has  84  exclusions.  Most  people  are  completely  unaware 
of  this  or  the  implications  of  these. 

Medical  necessity. — This  is  managed  care's  gold  mine,  and  this  is 
where  physician  reviewers  and  physicians  who  work  for  insurance 
companies  do  their  best  work.  It  is  the  catch-all  mechanism  by 
which  the  insurance  company  defines  itself  as  the  final  authority 
for  determining  if  services  or  supplies  are  medically  necessary.  Of 
course,  if  they  are  deemed  medically  unnecessary,  the  insurance 
company  does  not  pay  for  them. 

Administrative  discretion  in  which  the  insurance  company  or 
managed  care  plan  retains  the  right  to  make  decisions.  Grievance 
and  appeal  processes  which  are  rarely  spelled  out  and  are  often 
confusing,  and  time  spans  are  too  short  for  people  to  act  anyway. 

Then  retroactive  review. —  As  an  insurance  doctor,  I  had  an  ex- 
tensive arsenal  by  which  I  could  do  my  work  in  all  of  these  various 
jobs.  In  one  company,  I  was  expected  to  keep  a  minimum  10  per- 
cent denial  rate  and  competed  against  other  medical  reviewers  for 
the  highest  denial  rate.  In  another  position,  my  assessment  includ- 
ed rewards  and  punishment.  Punishments  for  success  or  failure 
with  high  cost  cases. 

On  several  occasions  I  was  threatened  with  termination  if  I  did 
not  "get  the  numbers  better."  I  was  a  good  doctor  to  the  degree 
that  I  was  tough  and  profitable. 

The  fourth  point  that  I  would  like  to  make  has  to  do  with  our 
failure  to  anticipate  the  consequences  of  the  systems  that  we  are 
designing.  One  thing  that  I  am  particularly  concerned  about  is  a 
phenomenon  that  occurs  in  the  hospital  industry  already  called 
economic  credentialing,  which  I  think  HMOs  and  PPOs  are  going 
to  rapidly  use,  in  which  they  will  select  physicians  by  economic  cri- 
teria as  representations  of  their  efficiency.  One  of  my  projects  as  a 
law  student  has  been  to  explore  this  area  because  I  had  great  expe- 
rience in  manipulating  statistics  and  determinations  in  order  to 
make  certain  kinds  of  decisions  about  groups  of  physicians. 

I  would  like  to  conclude  with  the  end  of  a  project  that  I  did  right 
on  this  topic  that  I  think  summarizes  my  concerns  about  the  entire 
managed  care  industry.  We  must  be  cautious  about  inadvertent 
changes  to  the  profession  or  practice  of  medicine,  about  the  accept- 
ance of  fallacious  notions  of  efficiency,  about  the  abuse  and  misuse 
of  quantitative  and  statistical  information,  and  about  the  rhetoric 
of  cost  containment. 
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Ethics  and  justice  claims  are  preeminent,  for  what  appears  to  be 
justified  economically  may  be  costly  in  other  ways  and  what  ap- 
pears to  be  a  claim  for  social  justice  may  be  disguised  real  injus- 
tice. 

I'll  be  happy  to  answer  any  questions. 

[The  prepared  statement  of  Linda  Peeno,  M.D.,  follows:] 
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OPENING  STATEMENT 

THE  HONORABLE  PETE  STARK 

CHAIRPERSON 

COMMITTEE  ON  THE  DISTRICT  OF  COLUMBIA 

Good  morning,   Mr.  Chairman  and  members  of  the  Committee.    I  thank  you 
for  the  opportunity  to  be  here  today. 

My  name  is  Linda  Peeno.    I  am  a  physician  with  specialty  training  in  Internal 
Medicine  and  Infectious  Diseases.    Currently,  I  work  acth/ely  in  the  field  of  medical 
and  health  care  ethics.   I  also  am   working  on  a  joint  degree  program  in  law  and 
theology,    in  addition,  1  am  the  executiva  director  of  an  international  academic 
society,  for  which  I  am  the  chair  of  its  Medicine  and  Healthcare  division.    I  serve  on 
the  state  and  national  board  of  Citizen  Action,  a  non-partisan  consumer 
organization  working  on  health  care  reform. 

Please  note  that  the  witness  list  identifies  me  as  a  "former  Medical  Director" 
of  Humana.    Actually  I  was  one  of  a  five-member  physician  team  organised  lo  do 
medical  reviews.   We  were  the  physicians  who  make  medical  necessity 
determinations  for  admissions  and  continued-stay  requests.   It  was  this  experience 
at  Humana  which  induced  me  to  leave  clinical  medicine  and  move  to 
"administrative  medicine"  full  time.   It  was  my  hope  that  I  could  bring  to  the 
development  and  administration  of  health  care  policy  my  commitment  to  the  care 
of  patients  in  an  ethical  and  humane  way. 

After  leaving  Humana,  I  was  the  Medical  Director  of  a  competing  HMO  in 
Louisville  for  two  years.   I  also  have  been  the  Medical  Director  of  a  300  bed 
hospital.   I  was  with  Blue  Cross/Blue  Shield  of  Kentucky  for  over  a  year  in  working 
in  their  managed  care,  legal  and  fraud  and  abuse  divisions.    It  was  the 
accumulation  of  all  of  my  experience  in  "administrative  medicine"  that  led  me  to 
my  current  work  in  law  and  ethics,  for  I  discovered  that  all  this  work  required  a 
common  task:  using  my  medical  expertise  for  the  firtartciat  benefit  of  the 
organization,  often  at  great  harm  to  patients.    I  discovered  that  the  processes  I 
initially  learned  at  Humana  were  usual  and  customary  in  the  health  care  Industry  - 
Humana  just  did  it  with  mors  sophistication,  subtlety  and  profitability. 

It  Is  important  to  note  that  I  use  the  term  "managed  care"  generically  to 
include  all  the  processes  and  systems,  both  overt  and  covea,  which  are  used  to 
control  costs,  and  influence  patient  and  physician  behavior.  This  includes 
hospitals'  "management"  of  medicare,  medicaid,  and  other  fixed  payment  groups. 
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There  are  several  trends  in  this  business  called  "managed  care,"  which  I 
believe  should  be  part  of  our  health  care  reform  discussions,  but  I  see  them  rarely 
addressed.   I  will  mention  four  critical  ones,  but  will  have  time  to  address  my 
personal  experience  with  only  two: 

1.  THE  RISE  QF  THE  NEW  PROFESSIONAL  -  THE  PHYSlCtAN 
EXECUTIVE. 

This  new  specialty  is  increasing  rapidly  in  proportion  to  the  demand  for 
physicians  to  assist  organiaations  and  hosp'rtals  to  achieve  positive  "bottom  line" 
results.  They  receive  extremely  high  salaries,  which  are  rarely  mentioned  in  the 
discussions  about  physician  Incomes.   There  are   no  standardized  qualifications,  or 
credentiaiing  process.   There  is  no  code  of  ethics.  There  Is  no  oversight 
mechanism.   Much  of  the  success  of  "managed  care"  processes  depends  upon  the 
work  of  these  professionals  as  they  make  "medical  necessity"  decisions,  influence 
physician  behavior,  and  interpret  medical  information  and  statistics  for  use  in 
financial  and  administrative  decisions.   There  is  little  understanding  about  what 
they  actually  do,  and  it  is  an  area  which  is  completely  unregulated. 

2.  ENTRENCHMENT  OF  THE  MANAGEMENT  AND  PRODUCTION  MODEL 
FOR  HEALTH  CARE  DELIVERY. 

Under  such  a  model  physicians  are  viewed  as  interchangeable  parts  in  the 
process  of  the  delivery  of  this  product  called  "health  care,"  losing  the  qualitative 
and  quantitative  value  of  close  and  long-term  physician-patient  relationships. 
Medical  needs  are  viewed  as  isolated  events  to  be  massaged  for  profitability. 
There  is  little  to  no  emphasis  on  the  value  of  time,  education  and  privacy  in  the 
existing  cost-containment  strategies.   We  should  note  that  even  at  the  economic 
level  alone,  the  long-term  consequences  will  be  significant.  More  seriously, 
however,  are  the  ethical  consequences  which  will  include  problems  that  are  well- 
known  as  well  as  others  that  will  become  more  apparent,  such  as:  the  increasing 
conflicts  between  the  ethics  of  corporate  structures  and  the  ethics  of  medicine:  the 
difficulties  generated  by  accelerated  decision-making  and  the  mushrooming  of 
informed  consent  issues,  the  ethical  implications  in  the  design  and  implementation 
of  the  systems,  etc. 

3.  LACK  OF  A  GENUINE.  CRITICAL  INVESTIGATION  QF  THE 
MECHANICS  AND  LOGISTICS  QF  "MANAGED  CARE"  PROCESSES  AND 
SYSTEMS. 

We  are  not  asking  the  critical  questions:  How  do  thase  processes  really 
work?  and  What  are  they  really  accomplishing?  When  I  first  began  my  work  as  a 
"medical  reviewer,"  an  accountant  with  the  insurance  company  explained  the 
simple  arithmetic  of  my  job:  "We  take  in  a  premium;  we  use  about  10-15%  to  run 
the  business,  and  we  try  to  keep  as  much  as  possible  of  the  rest.   Your  job  is  to 
help  us  do  that."   As  a  doctor  working  for  the  insurance  company,  1  was  to  make 
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decisions  for  their  benefit,  not  the  patient's. 

In  the  multiple  areas  of  my  work  in  "managed  care,"  I  was  involved  in  the 
design  and  administration  of  the  many  processes  whose  goals  were  explicitly  to 
achieve  fewer  payments  of  claims  and  increase  in  profitability.   Because  some  of 
these  activities  are  little  known,  I  have  drawn  up  a  list  of  the  questionable  ways 
costs  are  controlled  under  the  rubric  of  "managed  care".    I  can  testify  that  I  have 
participated  in  each  of  these  activities,  and  most  of  them  were  regular  aspects  of 
the  work  that  I  did  in  the  managed  care  setting: 

a.  BENEFIT  DESIQN  in  which  benefits  are  restricted,  reduced  or 
eliminated  in  order  to  limit  liability  to  a  plan,  for  example  changing  the  definition  of 
"long  term  rehabilitation"  from  an  extendable  benefit  based  upon  need  and  progress 
to  a  cap  of  90  days. 

b.  PRE-EXISTING  CONDITION  CLAUSES  in  which  claims  are 
reviewed  for  "red  flag'  conditions  that  can  trigger  an  investigation  to  determine  if 
conditions  were  present  before  the  date  of  Insurance  to  avoid  payment  of  a  claim. 
For  example,  one  trip  to  the  ER  for  "chest  pain,"  even  with  a  diagnosis  at  the  time 
of  "gastritis,"  might  be  enough  to  deny  payment  for  a  $30,000  (or  more) 
hospitalization  for  a  "heart  attack." 

c.  UNDERWRITING  in  which  medical  data,  claims,  or  any  other 
available  information  is  used  to  avoid  groups  and  individuals  corisidered  too  high  in 
risic. 

d.  iVIARKETING  In  which  potential  Insurees  are  rarely  given  full 
information  about  a  plan  and  its  limitations  and  procedures,  creating  the  many 
cases  in  which  persons  have  had  claims  denied  for  failing  to  understand  or  icnow 
the  plan  in  which  they  panicipated 

e.  NETWORK  DESIGN  in  which  "providers"  are  selected  who  have 
the  right  orientation  and  incentives  to  distribute,  and  if  necessary,  even  withhold 
care. 

f.  TECHNICAL  AND  PROCEDURAL  DESIGN  in  which  "cost- 
containment"  mechanisms  such  as  24«hour  notice  requirements,  precertificatlon, 
referral  authorization,  etc.  are  used  to  issues  "denials"  when  the  specified  steps 
have  not  been  followed. 

g.  INFORMATION  OVERLOAD  AND  "UNINFORMED"  CONSBVT  in 

which  the  "certificate  of  coverage"  (COC)  is  viewed  as  the  "contract"  between  the 
insured  and  the  plan,  even  though  there  is  no  assurance  that  understanding  and 
acceptance  has  taken  place.  The  COC  is  usually  a  book  averaging  50<75  pages. 
Not  only  Is  the  importance  of  this  rarely  known  or  emphasized.  It  is  usually  written 
so  that  even  well-educated  persons  with  knowledge  of  legal  and  medical 
Implications  have  difficulty  deciphering  its  nuances.   The  procedures,  qualifications. 
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definitions,  and  stipulations  can  be  complex  and  confusing.   To  most  people, 
especially  those  who  are  illiterate  or  have  low  levels  of  education,  it  is 
incomprehensible.    No  formal  understanding  and  consent  is  necessary  to  make  it 
binding. 

h.         RHETORICAL  MISREPRESENTATION    in  which  words  do  not 
reflect  actuality,  for  example  a  plan  called  'Comprehensive  Major  Medical"  may 
only  pay  "80%  of  Allowable  Amount  of  Covered  Services."     This  is  rarely 
translated  to  insurees  in  real  dollar  amounts,  wtiich  can  be  substantial  and 
impossible  sums  of  money  for  most  persons,  and  rarely  available  in  emergencies. 

i.  SEPARATION  BETWEEN  ENTITLEMENT  AND  RECEIPT  OF 

BENEFITS  in  Standard  clauses  in  insurance  contracts  read  'You  are  entitled  to 
receive  benefits  for  Covered  Services  as  specified  in  this  Certificate.    Receipt  of 
benefits  is  subject  to  the  terms  specified  in  this  Certificate. "  Very  few  people 
understand  that  having  the  benefits  does  not  guarantee  payment  for  them. 

j.         EXCLUSIONS  which  are  increasing  in  numbers,  and  are  rarely 
seen  or  understood  by  insurers. 

k.        MEDICAL  NECESSITY  which  is  the  "managed  care"  gold  mine. 
It  is  the  catch-all  mechanism  by  which  the  insurance  company  defines  itself  as  the 
'final  authority  for  determining  if  services  or  supplies  ere  medically  necessary, '  and 
those  deemed  "unnecessary"  are  not  eligible  for  payment.   Simple  logic  here 
explains  the  role  of  company  physicians:  A  high  salaried  employee  wishes  to  keep 
the  job.  keeping  the  job  depends  upon  making  decisions  which  are  profitable  to  the 
company,  therefore  company  physicians  will  push  such  determinations  to  extremes 
for  the  benefit  of  the  company.   Consumers  have  very  little  effective  recourse 
when  adverse  determinations  are  made  here. 

I.  ADMINISTRATIVE  DISCRETION   in  which  the  range  of  action 

exceeds  the  explicit  conditions  in  the  certificate,  and  are  established  through 
clauses  such  as:  "Administrative  policies  and  procedures  establishes  and/or 
adopted  are  used  by  us  in  interpreting  arjd  administering  the  provisions  of  your 
Certificate.    The  policies  and  procedures  are  binding  upon  you  to  the  same  extent 
as  if  they  were  stated  in  your  Certificate. '  In  this  way  the  insured  are  bound  by 
additional  materials  and  processes  that  can  be  confidential  and  ever-changing. 

m.        GRIEVANCE  AND  APPEAL  PROCESS  which  is  often  unclear,  or 
50  restricted  in  time  that  is  virtually  unavailable  to  most  persons. 

n.        RETROACTIVE  REVIEW  in  which  the  claims  which  slip  through 
all  of  the  above  processes  can  still  be  denied  as  an  exercise  of  the  administration  of 
contract  benefits,  over  which  the  insurance  company  has  complete  discretion.   As 
one  COC  typically   says:    "This  includes  without  limitation,  determinations  on 
whether  services,  care  treatment,  or  supplies  are  Medically  Necessary, 
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Investigation,  whether  surgery  is  cosmetic  surgery,  or  whether  charges  are 
reasonable.    Such  a  determination  shall  be  final  and  conclusive.  " 

As  an  insurance  doctor,  I  had  an  extensive  arsenal  by  which  I  could  do 
my  work,   (n  one  company,  1  was  expected  to  Iceep  a  minimal  10%  denial  rate,  and 
competed  against  the  other  medical  reviewers  for  a  "Christmas  bonus"  to  be  given 
for  the  highest  denial  rate.    In  another  position,  my  assessment  Included  rewards 
and  reprimands  for  my  success  or  failure  with  the  high-cost  cases.    On  several 
occasions,  I  was  threatened  with  termination  if  I  did  not  "get  the  numbers  better." 
I  was  a  "good"  doctor  to  the  degree  that  I  was  tough  and  profitable.    I  would  have 
progressed  in  the  business  as  a  physician  executive  to  the  degree  that  I  lost  my 
primary  ethical  responsibilities  to  the  care  of  patients. 

It  is  important  to  note  that  current  discussions  to  solve  these  problems 
with  man?ged  care  actions  will  take  more  than  requiring  that  companies  take  all 
comers  and  equalize  prices.    In  fact,  doing  these  things  alone  will  force  the 
managed  care  industry  to  seek  other  ways  to  avoid  claims  liability  and  payment, 
and  increasingly  sophisticated  processes  will  continue  to  develop.     The  insurance 
companies  will  be  left  with  denials  of  care,  undertreatment,  avoidance,  and  lower 
qualiry  as  their  only  tools  to  offset  losses  elsewhere.   Even  worse  will  be  their  use 
of  these  techniques  to  enhance  profits.   This  is  not  a  matter  of  speculation  --  they 
already  do  this,  and  have  continued  to  become  better  at  such  methods.   There  is 
no  reason  or  current  formulation  that  suggests  that  this  will  be  offset  or  changed. 
We  will  be  creating  a  system  that  characterizes  what  many  have  experianced 
already,  in  which  they  come  to  realize  that:    'having  insurance '  does  not  mean 
access  to  care. 

WE  ARE  CREATING  A  SYSTEM  IN  WHICH  WE  WILL  BE  THE  RECIPIENT  OF 
ITS  EFFECTS. 

4.         FAILURE  TQ  AMTICIPATE  CONSEQUENCES  OF  THE  SYSTEMS  WE 
ARE  CREATING. 

Although  there  are  many  aspects  to  this  point,  I  will  mention  a  phenomenon 
that  is  little  known  and  understood,  and  is  not  a  part  of  reform  discussion.    Like 
hospitals,  managed  care  organizations  understand  that  the  "right"  physicians  are 
critical  to  their  bottom-line  results.    The  trend  toward  selection  and  pooling  of 
economically  correct  physicians  will  become  even  more  entrenched  as  plans 
struggle  to  keep  costs  within  fixed  budgets.   The  process,  already  known  in 
hospital  law  as  "economic  credentialing,"  will  become  the  tool  of  other 
organizations  as  they  shift  the  assessment  of  physicians  to  economic  criteria  and 
data,  selecting  only  those  who  are  best  suited  for  the  plan's  economic  needs.    The 
risk  of  adverse  effects  from  this  rises  more  In  the  managed  care  setting  in  which 
the  incentives  and  disincentives  can  strongly  encourage  undertreatment,  poor 
quality  treatment,  and  even  no  treatment  at  all.   Coupled  with  the  "tools" 
mentioned  In  number  3  above,  we  can  create  a  combination  of  forces  with 
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disastrous  potentials  to  the  public. 

I  was  prompted  to  my  concerns  for  this  issue  by  several  professional 
experiences,  including  one  in  whicfi  I  was  required,  under  threat  of  termination,  to 
use  inadequate  and  inaccurate  information  to  attempt  to  pressure  physicians  to 
change  their  practice  patterns. 

Each  of  these  above  areas  raises  very  serious  public  interest  concerns.   The 
problems  go  beyond  payment  design  and  structure.   There  are  additional  ways  to 
offset  these  problems  that  have  yet  to  be  a  part  of  the  reform  discussions,  e.g. 
defining  and  overseeing  the  new  medical  professional  whose  work  is  actively 
driving  the  medical/financial  processes;  enhancing  the  role  of  patient  information 
and  education  as  a  means  to  influence  utilization  and  inappropriate  demands; 
approaching  specific  medical  ethics  issues  which  are  emerging,  etc.    I  do  not  have 
time  to  develop  these  in  more  detail,  but  could  provide  more  during  questions. 

1  would  like  to  conclude  with  a  paragraph  from  the  draft  of  3  paper  I  am 
completing  (Overview  of  "Economic  Credentialing":  Health  Care's  Newest 
Disguised  Injustice?): 

We  must  be  cautious  about  inadvertent  changes  to  the  profession  and 
practice  of  medicine,  about  the  acceptance  of  faHacious  notions  of  efficiency, 
about  the  abuse  and  misuse  of  Quantitative  and  statistical  information,  and  about 
the  rhetoric  of  cost-containment.   Ethics  and  justice  claims  are  pre-eminent,  for 
what  appears  to  be  justified  economically,  may  be  costly  in  other  ways,  and  what 
appears  to  be  a  claim  for  social  justice  may  disguise  real  injustice- 

Thank  you. 
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Although  my  experiences  can  be  easily  dismissed  as  anecdotal,  I  can  testify 
to  many  instances,  in  my  many  different  positions  as  a  physician 
executive/reviewer,  that  can  support  my  claims  about  the  usual  and  customary 
medical   business  in  "managed  care."    The  question  should  be  raised:  Why,  then, 
are  there  not  oiher  physicians  coming  forward  with  the  same  testimony?   I  can 
only  speculate:  it  is  a  very  lucrative  and  easy  field  of  work  (no  night  call, 
reasonable  hours,  no  patient  contact,  negligible  worries  about  malpractice,  etc.), 
and  it  is  the  one  field  in  medicine  assured  of  continued  growth,  especially  in  salary, 
with  any  health  care  reform  using  our  current  "nnanaged  care"  processes.   I  am 
including  two  of  the  more  troubling  cases  in  which  I  was  directly  involved  as 
examples  of  the  untenable  situations  facing  such  doctors  working  in  such  contexts. 
I  should  note  that  there  are  many  more  of  such  examples,  and  In  all  these 
situations,  I  had  no  colleagues  or  support  networics  to  assist  me  in  determining  the 
professional,  ethical  or  legal  course  to  take. 

1.  There  are  numerous  cases  in  which  I  made  unfounded  medical  denials. 
For  example,  a  request  was  made  by  a  physician  to  do  an  exploratory  laparotomy 
on  a  patient  whose  medical  condition  warranted  this  surgical  procedure.   At  first  I 
approved  it,  but  when  the  referring  nurse  (the  first  stage  of  denials  came  from  the 
screening  nurses,  who  were  on  a  bonus  system  for  "denials")  called  our  supervising 
physician,  he  came  to  my  office  and  instructed  me  to  call  back  and  say  that  we 
could  not  approve  the  procedure.   My  justification  for  doing  this  was  to  be  that 
"we  had  insufficient  data  upon  which  to  make  the  approval."   This  was  a  tactic  we 
often  used  to  stall  the  case.   My  supervising  physician's  reasoning  was:  this  was  a 
market  in  which  the  hospital  was  not  owned.   It  was  a  "participating"  facility, 
which  meant  that  the  insurance  plan  only  had  a  small  discount,  rather  than  the 
deeper  discounts  in  Its  own  hospitals.   We,  the  physician  reviewers,  had  already 
been  told  to  avoid  as  much  as  possible,  any  approval  of  services  to  these  hospitals. 
In  addition,  the  supervising  physician  said,  the  medical  data  suggested  that  this 
man  had  a  rapidly  progressing  condition,  and  if  we  could  "drag  our  feet,"  the 
patient  may  die  while  waiting  for  the  surgery  and  we  would  not  be  out  the  cost  of 
it.   After  we  received  more  information,  I  eventually  "denied"  the  procedure,  which 
then  forced  the  patient's  physician  to  appeal  and  haggle  with  the  insurance 
company.   In  the  meantime,  the  patient  died  waiting  for  the  determination  that  had 
been  significantly  delayed  during  all  of  these  complexities. 

2.  A  young  nurse  at  a  local  hospital  had  a  sudden  onset  of  a  progressive 
neurologic  disease.    After  a  lengthy  hospitalization,  she  entered  a  rehabilitative 
hospital.    Several  weeks  into  her  care  there;  one  of  the  vice-presidents  of  the 
hospital,  which  was  not  only  her  employer,  but  also  part  owner  of  the  HMO  of 
which  I  was  medical  director,  paid  a  visit  to  me.   i-iis  charge  to  me  was  simple:   the 
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woman's  care  was  getting  too  expensive,  and  t  was  to  find  technical  ways  in  the 
COC  to  deny  continued  payments  for  her  claims.   He  wanted  h  to  be  based  upon  a 
"medical  necessity"  or  a  contractual  reason,  so  that  she  would  have  limited 
recourse  in  her  appeal.   I  was  told  that  any  medical  decision  I  made  would  be 
upheld  even  if  she  appealed  K.  I  was  reminded  that  th«  key  physicians  on  our 
appeal  panel  were  so  financially  and  politically  tied  to  the  interests  of  the  HMO  that 
they  would  not  overturn  any  danial  I  made  in  this  costly  case.   1  refused  to  comply, 
for  there  were  sound  medical  and  contractual  reasons  to  support  the  continued 
payment  of  her  rehabilitative  care.  I  was  threatened  with  termination,  and  though 
it  did  not  occur  with  this  case.  It  created  such  tension  that  I  knew  my  position  was 
jeopardized  and  my  continued  stay  was  very  difficult. 

I  am  aware  that  these  are  dramatic  examples.   They  are  the  extremes  of 
what  I  did  every  day.  I  was  expected  to  figure  out  a  way  to  deny  payment  to 
anything  that  came  to  me  for  a  "medical"  review.   On  a  regular  basis  I  was  told 
that  we  were  not  denying  the  treatment,  only  the  payment  of  it.   However,  the 
reality  in  our  country,  under  our  Insurance  system,  is  that  denial  of  payment  means 
denial  of  treatment.    I  shudder  now  when  I  think  of  the  numbers  of  inappropriate 
and  inaccurate  medical  and  administrative  decisions  I  made  in  the  interest  of 
achieving  certain  bottom  line  results  and  professional  acclaim  and  progress.   Cases, 
such  as  the  ones  I  have  listed,  are  numerous  in  my  experience.   They  continue  to 
haunt  me  as  l  work  actively  to  understand  and  change  the  systems  which  allowed 
them  to  occur.   We  face  serious  and  unprecedented  public  Interest  problems  here: 
the  corporate  health  care  forces  are  unleashed  and  evolving  with  little  study  or 
reflection  as  to  how  these  processes  are  affecting  moral  and  legal  agencies  and 
ethical  values  in  medicine.    We  cannot  ignore  this  in  our  health  care  reform. 


53 

The  Chairman.  Thank  you  both. 

Dr.  Peeno,  is  it  fair  to  suggest  that  the  types  of  risk  selection  or 
risk  avoidance  that  you  have  outHned  for  management  are  not 
unique  to  any  one  particular  HMO  or  preferred  provider  plan? 
That  there  is  a  state  of  art  in  the  industry  and  that  you  could  prob- 
ably find  in  any  one  of  the  five  major  insurance  companies  who  op- 
erate preferred  provider  plans  the  same  type  of  risk  avoidance  or 
benefit  revision?  Is  that  a  fair  statement? 

Dr.  Peeno.  Yes,  sir.  If  I  were  to  go  to  meetings  in  which  there 
were  topics  discussed  among  medical  directors  or  medical  review- 
ers— right — these  are  states  of  art  that  have  developed  in  the  in- 
dustry across  the  board. 

The  Chairman.  There  are  some  insurance  companies  who  might 
even  do  things  like  sell  you  a  6-month  policy  to  get  you  in,  and 
then  once  you  are  in"  and  they  have  a  chance  to  review  your  medi- 
cal records,  in  the  subsequent  renewal  increase  your  premiums  re- 
soundingly. 

I  mean  the  practices  probably  aren't  limited  to  the  ones  you  out- 
lined. Those  would  occur  in  the  underwriting  department,  and  you 
were  in  the  claims  adjustment — as  we  will  call  it — department.  Is 
that  correct? 

Dr.  Peeno.  Yes,  sir.  One  of  my  many  tasks  as  the  medical  direc- 
tor of  the  HMO  was  to  review  reports  from  our  marketing  depart- 
ment, because  they  would  do  medical  assessment  evaluations  on 
companies  before  we  would  sell  plans  to  them. 

The  Chairman.  Yes,  and  I  wanted  to  ask  Mr.  Brand  pretty  much 
the  same  question.  The  kinds  of  situations  which  you  have  outlined 
in  your  testimony  are  quite  common  among  the  preferred  provider 
plans  throughout  the  country,  are  they  not? 

Mr.  Brand.  Oh,  yes.  Absolutely.  Without  public  accountability, 
they  will  just  get  more  sophisticated  over  time. 

The  Chairman.  Well,  we'll  see,  although  I  must  say  that  the  ad- 
ministration in  its  initial  proposal  is  attempting  to  deal  with  it.  I 
am  not  sure  they  have  adequately  found  all  of  the  restrictions  that 
will  control  it. 

It's  important  for  the  hearing  this  morning  to  suggest  that,  while 
we  are  looking  at  a  currently  operating  HMO  in  the  District,  these 
very  same  things  could  be  going  on  in  the  current  operation  of  this 
HMO,  and  thereby  anybody  who  acquired  them  might  continue 
those  same  practices. 

I  am  not  suggesting  that  they  are.  I  am  just  suggesting  that  this 
is  not  an  exclusive  intellectual  property  of  the  Humana  Corpora- 
tion. 

Mr.  Brand.  No.  But  they  made  their  money  by  being  good  at  it. 

The  Chairman.  Well,  we  all  like  to  be  good  at  what  we  do. 

As  I  say,  your  testimony  concerns  me  in  a  far  broader  context 
than  the  medical  delivery  system  and  how  it  will  be  affected  in  the 
District.  It  applies  nationwide.  It  applies  in  Hayward  and  Oakland, 
California,  as  well  as  it  would  here  or  in  Raleigh,  North  Carolina. 
These  are  concerns  that  we  face. 

We  are  dealing  with  a  $900  billion  industry  and  there  are  a  lot  of 
people  who  would  like  to  get  their  hands  on  a  big  portion  of  that 
$900  billion,  so  it  doesn't  surprise  me.  But  hearing  specific  exam- 
ples, one  suspects  that  these  things  go  on — .  While  I  am  sure  that 
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you  will  both  hear  your  testimony  dismissed  as  anecdotal,  I  have 
always  said  that  I  have  a  roomful  of  anecdotes,  and  that  when  you 
get  to  the  point  where  you  hear  repeated  anecdotes,  in  a  large  per- 
centage of  the  cases  those  anecdotes  become  statistics. 

It  is  important  for  the  committee  and  the  public  to  be  aware,  but 
I  did  feel  that  this  was  not  a  "Let's  all  pile  on  Humana"  day.  I  sug- 
gest that  Humana  is  perhaps  no  better  or  worse  than  the  industry 
at  large  and  may  or  may  not  indulge  in  the  practices  that  you  out- 
line. 

Mr.  Ballenger? 

Mr.  Ballenger.  Thank  you,  Mr.  Chairman. 

I  wonder  if  philosophically  the  two  of  you  might  agree  that  your 
professions  were  created  in  the  seventies  when  the  Federal  Govern- 
ment decided  to  step  in  and  start  saying  what  costs  were  in  the 
medical  profession  through  the  creation  of  Medicare,  and  that  they 
have  done  such  a  fabulous  job  that  your  professions  have  gotten 
bigger  and  bigger? 

Dr.  Peeno,  as  an  example,  my  own  little  company.  We  had  an 
employee  who  was  very  sick.  We  didn't  know  what  was  wrong.  He 
was  in  a  local  hospital.  We  were  covered  with  insurance,  and  so  the 
ambulance  took  him  to  a  teaching  hospital  in  Winston  Salem 
where  they  immediately  put  him  in  surgery. 

I  don't  know  how  much  surgery  or  what  was  done,  but  in  a 
period  of  24  hours  he  died.  Then  we  got  the  bill  and  the  bill  was 
$35,000.  I  said  there's  no  way  in  God's  green  earth  that  you  can  tell 
me  that  $35,000  can  be  spent  medically  on  somebody  in  24  hours. 

I  was  fortunate  enough  at  the  time  to  be  on  the  study  commis- 
sion that  was  trying  to  figure  out  who  were  going  to  be  the  next 
insurers  for  the  State  employees'  plan  in  the  State  of  North  Caroli- 
na. I  was  in  the  State  senate  at  the  time. 

So  I  went  to  Blue  Cross-Blue  Shield  and  I  asked  them  to  reexam- 
ine this.  That  was  my  insurance  carrier  at  that  time.  Would  you 
reexamine  this  and  explain  to  me  how  you  can  possibly  spend 
$35,000  in  24  hours  on  one  person.  They  reexamined  the  whole 
thing  and  then  came  back  and  said  it  was  perfectly  legitimate. 

There  was  no  way  I  could  argue  the  point.  I  had  no  idea  what  it 
was,  even  if  they  had  given  me  some  kind  of  an  explanation  where 
I  could  have  gotten  with  a  lawyer.  I  probably  needed  another 
doctor. 

But  the  basic  feeling  that  I  have  had  ever  since  is  that  the  insur- 
ance companies  don't  really  care  what  the  costs  are.  This  is  when 
you  are  paying  the  premiums,  you  have  your  employees  covered, 
and  they  don't  care  what  it  is.  They  just  pay  the  bill  and  submit  a 
higher  premium  to  you. 

Somewhere  along  the  line  I  have  come  to  the  conclusion  that  the 
system  has  gotten  to  the  point  where  they  recognize  that  very  few 
people  look  at  the  bills  that  they  get  because  they  are  covered.  I 
think  everybody  recognizes  we  don't  have  some  sort  of  thing  with 
coinsurance  where  at  least  somebody  cares  what  the  costs  are,  you 
are  really  going  to  be  in  trouble. 

Finally,  if  I  may  just  add  a  little  bit.  I  don't  know  whether  we 
have  a  PPO  or  HMO  or  what  it  is  my  company  has,  but  we  finally 
hired  somebody  to  just  spend  all  their  time  examining  our  bills,  ex- 
amining the  service  that  we  were  getting.  In  a  period  of  2  years  our 
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insurance  costs  have  gone  down  40  percent — just  because  somebody 
was  looking  at  the  way  the  money  was  spent. 

We  don't  have  Humana  in  there,  so  I  am  not  going  to  beat  up  on 
Humana.  But  we  do  have  a  for-profit  hospital  in  my  community, 
and  it  is  surprising  the  number  of  times  that  we  have  found  over- 
billing.  One  lady  came  in  for  the  delivery  of  a  baby  that  went  ce- 
sarean section,  and  again,  just  because  we  were  interested  enough 
to  look  at  it,  we  looked  at  the  bill,  and  the  amount  of  IVs  and  blood 
that  was  given  to  her  in  a  period  of  about  2  days.  I  said  there  was 
no  way  you  could  plug  her  in  with  both  arms  and  continuously  feed 
her  all  day,  24  hours  a  day  and  use  that  much  stuff.  They  said, 
"Oh,  my  goodness!  Did  we  do  that?  Well,  let's  just  change  that." 

I  often  wonder  how  seldom  people  examine  their  bills.  One  of  the 
major  problems  we  have  in  this  country  today  is  the  fact,  I  believe, 
that  we  don't  even  look  at  our  own  bills.  We  just  turn  it  over  to  the 
insurance  company  and  forget  it,  except  if  the  premiums  go  up 
again  immediately. 

Having  preached  a  sermon,  go  right  ahead. 

Mr.  Brand.  It  is  true  we  don't  have  a  mechanism  to  handle  bills. 
I  was  involved  in  a  union  health  plan  where  we  had  about  270,000 
insured  lives.  We  found  that  there  were  regularly  given  to  us  over 
1  percent  of  claims  that  were  perfectly  valid  claims  but  not  for 
people  who  were  any  one  of  the  270,000  people  who  we  were  re- 
sponsible for.  We  set  up  a  unit  just  to  control  and  look  at  bills.  It 
was  a  money  saver  for  us. 

But  the  inefficiency  of  the  billing  practices  of  the  American 
health  care  system  shouldn't  obscure  the  fact  that  health  care  is 
important.  When  I  was  involved  in  emergency  medicine  in  Phila- 
delphia, I  used  to  watch  $35,000  be  spent  in  a  24-hour  period  all  the 
time,  and  save  lives  doing  it. 

You  get  a  kid  with  a  burn,  with  serious  burns,  or  you  have  a  seri- 
ous head  injury  in  an  automobile  accident,  you  are  going  to  spend 
tens  of  thousands  of  dollars  even  before  you  get  that  person  to  a 
stable  hospital  room. 

The  way  in  which  we  solve  that  problem — that  health  care  can 
be  so  unexpectedly  expensive — is  what  is  before  you  now  as  a 
Nation.  If  we  choose  to  solve  it  by  saying,  "Well,  we're  going  to 
insure  people  and  my  job  as  an  insurance  company  is  going  to  be  to 
figure  out  how  to  take  the  people  who  are  least  likely  to  incur 
those  high  costs  and  make  them  someone  else's  responsibility,"  and 
keep  fragmenting  and  segmenting  our  population  into  profitables 
and  the  un^rofitables,  we  will  continue  to  waste  tens  of  billions  of 
dollars  on  health  care. 

But  if  we  make  health  care  a  right  of  every  person,  and  then  try 
to  figure  out  how  to  pay  for  it  the  most  direct,  cheapest  way,  that 
puts  real  controls  on  doctors  and  hospitals  and  pharmaceutical 
companies.  We  can  not  only  have  a  seriously  healthier  population 
and  prevent  all  sorts  of  unnecessary  death  and  disability  in  this 
country,  but  we  can  give  back  to  our  society  and  our  economy  be- 
tween $60  billion  and  $100  billion  dollars  a  year. 

Mr.  Ballenger.  Could  I  ask  a  question? 

Mr.  Brand.  Sure. 
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Mr.  Ballenger.  How  do  we  give  it  back  when  it  is  $60  billion  to 
$100  billion?  Where  does  it  come  from?  Just  over  expenditures  at 
the  present  time?  That  is  a  pretty  broad  statement. 

Mr.  Brand.  It  is  the  cost  of  having  1,200  insurance  companies  do 
the  work  of  one. 

Mr.  Ballenger.  I  was  wondering  where  you  were  coming  from.  I 
thought  you  were  coming  from  there  but  I  wasn't  quite  sure. 

But  since  we  don't  live  in  England  or  Canada,  I  figure  we  are 
going  to  at  least  play  around  with  something  a  little  bit  different. 

Mr.  Brand.  If  we  want  to  waste  money  on  insurance  duplication 
and  impose  costs  of  insurance  companies  on  every  hospital  and 
every  doctor  and  every  physical  therapist  and  every  social  worker 
and  every  psychologist  in  America,  then  we  don't  have  that  money 
to  spend  on  higher*  profits,  and  as  a  businessperson  I  am  a  little  bit 
interested  in  higher  profits;  we  don't  have  that  money  to  spend  on 
education;  we  don't  have  that  money  to  spend  on  infrastructure;  we 
don't  have  that  money  to  spend  on  lower  taxes. 

If  we  continue  to  wait 

Mr.  Ballenger.  Could  I  interrupt  again  and  just  ask,  do  you 
think  if  we  took  that  responsibility  away  from  the  insurance  com- 
panies and  gave  it  to  the  Federal  Government  that  we  wouldn't 
waste  more  than  what  the  insurance  company  is  making  in  profits? 

Mr.  Brand.  Well,  actually,  the  Federal  Government  has  been 
very  un wasteful  in  the  administration  of  the  Medicare  program. 

Mr.  Ballenger.  What  they  have  done  is  they  just  passed  the  cost 
onto  those  of  us  that  pay  our  premium. 

Mr.  Brand.  Private  insurance  companies  do  contract  work  for 
the  Medicare  program  all  the  time  at  half  their  administrative 
costs  as  when  they  do  work  in  the  private  sector.  The  Federal  Gov- 
ernment can,  if  it  chose  to  use  its  monopoly  buying  power,  make 
efficient  health  care  and  live  itself  on  a  budget,  and  put  the  whole 
health  system  on  a  budget. 

That  would  also  have  the  added  benefit  of  making  the  poorest 
and  most  sick  among  us  have  the  same  right  and  the  same  oppor- 
tunity for  health  care  as  the  richest  among  us,  and  that  would  be  a 
tremendous  boon  for  America.  I  mean  this,  and  I  didn't  have  time 
to  go  through  it,  but  I  include  in  my  testimony  a  whole  list  of  areas 
in  which  mortality  and  morbidity  are  distributed  by  race  and  class 
in  this  country,  and  it  is  totally  unnecessary.  We  can  fix  those 
problems. 

Mr.  Ballenger.  If  I  could  just  interrupt  again  for  a  moment 

Mr.  Brand.  Yes. 

Mr.  Ballenger  [continuing].  And  be  polite?  I  come  from  further 
south  than  around  here.  At  least  give  the  lady  a  chance.  I  mean, 
you  monopolized  the  conversation. 

Would  you  like  to  say  something? 

Dr.  Peeno.  He  is  doing  pretty  good. 

I  think  the  one  point  that  he  made  about  not  allowing  the  ineffi- 
ciency of  the  billing  practices  to  obscure  the  more  critical  issues 
here  is  really  important.  It  is  also  important  to  mention  that  some 
of  the  billing  inefficiencies  are  the  direct  result  of  this  very  compli- 
cated administrative  system  that 

Mr.  Ballenger.  Created  by  the  Federal  Government. 
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Dr.  Peeno.  Well,  created  by  the  way  this  health  care  system  in- 
dustry has  developed.  It  is  not  just  the  Federal  Government  that  a 
hospital  has  to  deal  with  or  that  a  physician  has  to. 

Mr.  Ballenger.  Generally  speaking,  you  must  admit  that — at 
least  where  I  come  from,  in  the  kind  of  agrarian  areas  of  North 
Carolina — something  like  80  percent  of  the  money  that  is  paid  to 
hospitals  comes  from  the  Federal  Government. 

Dr.  Peeno.  Well,  that  may  be  true,  but  I  don't  think  you  can 
assume  then  that  is  the  cause  of  the  billing  inefficiencies  and  the 
difficulties  that  we  just  talked  about. 

Mr.  Ballenger.  I  think  the  difficulties  that  we  have  created 
through  the  Federal  Government  help  to  create  the  billing  ineffi- 
ciencies. 

Dr.  Peeno.  No.  I  wouldn't  agree  with  that.  I  can  use  as  an  exam- 
ple my  husband,  who  is  in  private  practice,  an  OB-GYN,  and 
mostly  OB,  who  sees  very  few  patients  that  are  supported  by  any 
government  money.  The  administrative  costs  for  him  to  run  his 
office  haven't  been  generated  by  the  Federal  Government.  That's 
just  been  generated  by  the  fact  they  deal  with  200  different  insur- 
ance companies,  and  it  is  just  a  complex  mess. 

But  still  the  point  that  I  would  like  to  make  is  that  out  of  these 
processes  have  emerged  ways  in  order  to  shift  costs  among  differ- 
ent classes  of  people,  providers,  employers,  and  individuals.  The 
health  care  industry  uses  the  processes  as  a  way  to  enhance  the 
profitability,  and  this  doesn't  apply  just  to  for-profit  companies  and 
hospitals. 

I  mean  the  hospital  that  I  worked  in,  for  example,  is  a  nonprofit 
hospital  with  80  percent  Medicare  patients.  We  utilized  all  of  these 
same  techniques  that  I  talked  about  to  manage  the  care  of  these 
Medicare  patients,  just  like  I  did  when  I  went  to  the  HMO  and 
managed  the  delivery  of  care.  The  goal  was  to  make  money — to 
bring  in  a  person  and  figure  out  how  much  the  DRG  was  going  to 
pay  and  to  limit  their  stay  or  do  whatever  was  necessary  so  we  at 
least  minimized  losses,  but,  hopefully,  made  money. 

Mr.  Ballenger.  Well,  that  was  making  money  off  of  Medicare 
then.  Right? 

Dr.  Peeno.  The  same  principle. 

Mr.  Ballenger.  Yes. 

Dr.  Peeno.  It  is  not  my  expertise  to  get  into  a  discussion  about 
whether  it  is  better  to  have  the  Federal  Government  or  private  in- 
dustry. I  am  mostly  concerned  about  the  practices  and  the  conse- 
quences of  medical  decisionmaking  on  patients,  because  we  are  all 
going  to  be  the  victims  of  whatever  health  care  system  emerges 
from  this. 

It  is  going  to  change  the  nature  of  the  patient-physician  relation- 
ship and  the  way  in  which  we  receive  care.  I  already  see  this 
among  my  colleagues.  Everyone  in  my  family  are  treated  by  my 
fellow  physicians.  I  see  this  every  day  in  the  medical  ethical  ques- 
tions that  are  emerging  from  these  kinds  of  things,  and  that's  my 
concern. 

Mr.  Ballenger.  Right.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you. 

Ms.  Norton? 
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Ms.  Norton.  Thank  you,  Mr.  Chairman.  I  regret  that  I  am  due 
in  Georgetown  shortly  to  the  dedication  of  a  park.  I  find  this  testi- 
mony very  important  and  appreciate  that  you  have  used  this  op- 
portunity to  bring  forward  a  controversy,  a  kind  of  model  contro- 
versy, I  suspect,  in  the  country.  I  only  hope  that  when  health  care 
reform  comes,  we  will  be  a  model  for  that  as  well. 

Perhaps  I  have  time  for  a  couple  of  questions.  I  would  like  to  ask 
Mr.  Brand,  who  gave  compelling  testimony  about  what  happens  in 
for-profit  operations,  and  among  the  most  compelling  is  what  you 
had  to  say  about  infant  mortality  in  Philadelphia. 

I  wonder  if  you  are  saying  that  profit  versus  nonprofit  has  to  do 
with  that  difference.  Do  you  believe  that  a  nonprofit  HMO,  that 
there  is  any  evidence  that  they  have  done  better  or  do  you  believe 
they  would  do  better  given  the  costs  and  problems,  some  of  them 
not  related  to  the  health  care  system,  that  are  faced  by  our  HMOs? 
Is  the  critical  difference  profit  versus  nonprofit? 

Mr.  Brand.  I  think  that  actually  the  critical  difference  is  no 
longer  profit  versus  nonprofit.  We  have  lost  that  battle.  Our  non- 
profit corporations  learn  how  to  act  from  our  profit-making  corpo- 
rations. They  learn  that  if  they  want  to  go  out  to  the  bank  and 
borrow  $40  million  to  invest  in  facilities,  they  have  to  be  just  as 
cutthroat  as  our  for-profit  corporations. 

Therefore,  it  becomes  essential  for  us  to  think  in  terms  of  how  to 
put  the  health  system  into  an  arena  of  public  accountability.  We 
know  we  can  map  mortality  and  morbidity  in  terms  of  preventable 
rates  for  any  health  service  area  in  this  country  on  a  PC.  You  don't 
even  need  a  smart  machine  to  do  this. 

We  can  say  to  a  Children's  Hospital  or  to  an  HMO — or  an  HMA 
in  Philadelphia — "You  want  to  get  paid  at  all,  do  something  about 
infant  mortality,  do  something  about  hypertension,  do  something 
about  diabetes.  We  are  going  to  measure  you  period  after  period 
and  your  rate  of  payment  will  be  whether  you  helped  make  us 
healthier,  and  not  how  much  you  squander  on  yourselves." 

Medical  researchers  will  say,  "Well,  the  state  of  the  art  of  out- 
comes-oriented reimbursement  systems  is  not  fully  developed.  That 
is  nonsense.  For  medical  research  they  may  not  be  fully  developed, 
but  for  public  policy  purposes  we  could  make  every  health  plan  ac- 
countable at  its  reimbursement  point  and  at  the  point  where  con- 
sumers would  form  a  board  to  say:  "No,  we're  waiting  too  long.  No, 
there  are  too  many  of  us  getting  turned  down.  No,  we  are  not  being 
allowed  to  look  for  specialists.  No,  the  specialist  I  need  is  not  in 
this  HMO.  I  joined  this  HMO  because  my  kid  has  asthma  and  you 
have  a  good  pediatric  asthma  group.  But  me,  now  I  have  cancer 
and  I  have  to  go  somewhere  else." 

We  could  put  in  systems  that  allow  that  type  of  consumer  policy 
role  to  be  apparent.  As  the  managed  care  system  becomes  predomi- 
nant, and  as  managed  care,  which  after  all  used  to  be  a  pro-con- 
sumer reform,  becomes  more  competitive,  more  profit  oriented  and 
more  responsive  to  the  health  care  of  the  American  people,  the 
issue  of  how  we  regulate  and  how  we  legislate  these  things  becomes 
more  important. 

I  have  to  say,  Mr.  Ballenger,  that  when  I  hear  people  say, 
"Doesn't  the  government  make  this  worse" — Well,  if  the  govern- 
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ment  made  it  worse,  then  it  is  time  that  the  government  fixed  it, 
and  you  all  are  the  government. 

Ms.  Norton.  Could  I  ask  Dr.  Peeno  a  question?  I  have  to  confess 
that  I  had  never  heard  of  administrative  medicine  until  you  coined 
the  expression  or  mentioned  the  word.  I  think  about  a  fair  number 
of  specialties  that  I  don't  think  are  going  to  be  nearly  as  thriving 
as  they  once  were,  because  I  have  no  idea  whether  national  health 
care  is  going  to  pay  for  a  referral  to  specialties  in  a  way  that  some 
health  referrals  are  now  made. 

But  you  implied  that  this  kind  of  referral  is  one  that  at  least 
some  physicians  regard  as  interesting  enough  and  lucrative  enough 
to  pursue.  I  think  we  need  to  know — at  least  I  need  to  know — a  lot 
more  about  administrative  medicine.  Could  you  tell  me  something 
more  about  it,  such  as  whether  or  not  large  numbers  of  physicians 
are  being  attracted,  whether  it  is  a  post-intern  specialty,  if  it  is 
considered  a  specialty?  Does  this  have  to  be  done  by  a  full-time 
physician  or  could  it  be  done  by  another  kind  of  administrator  with 
the  help  of  a  physician? 

Dr.  Peeno.  I  am  very  glad  you  asked  that  question.  Several  years 
ago  administrative  medicine,  first  of  all,  wasn't  something  that  was 
used  regularly.  But  there  were  physicians  who  worked  in  adminis- 
trative capacities  like  executive  directors  of  some  hospitals  and 
mostly  in  insurance  companies.  These  were  usually  retired  physi- 
cians who  after  years  of  practice,  based  upon  their  medical  exper- 
tise and  wisdom  that  they  had  accumulated  over  the  years,  could 
help  with  medical  situations.  There  have  been  physicians  who  have 
joint  degrees  in  MBA  programs  who  did  go  into  hospital  adminis- 
tration. 

I  think  that  a  coincident  or  a  direct  result  of  the  managed  care 
industry  has  been  the  rise  of  something  that  can  actually  be 
termed  administrative  medicine.  Although  I  don't  know  the  statis- 
tics on  this.  I  have  heard — I  think  it  would  be  worth  looking  into — 
that  the  fastest  growing  physician  organization  in  the  United 
States  right  now  is  the  American  College  of  Physician  Executives, 
which  was  started  actually  to  meet  the  needs  of  the  rising  numbers 
of  these  physicians. 

Now,  when  I  started  doing  this  kind  of  stuff  I  didn't  know  what 
administrative  medicine  was.  I  didn't  intend  to  do  this.  I  was  moon- 
lighting while  my  children  were  in  college — I  mean  in  high  school, 
and  had  the  opportunity  to  do  medical  reviews.  I  mean  that  seemed 
like  a  benign  thing  to  do.  My  background  was  sufficient  to  render 
reasonable  medical  decisions.  It  was  only  when  I  became  involved 
in  that  I  saw  emerging  this  entire  field. 

I  did  not  have  to,  but  I  actually  have  my  boards  in  utilization, 
management  and  quality  assurance.  I  went  through  the  3-part 
course  provided  by  the  American  College  of  Physician  Executives.  I 
took  courses  in  health  care  economics  and  marketing,  and  all  of 
that  was  by  choice.  There  are  no  requirements  to  do  this. 

Now  we  have  this  emerging  field  of  physicians  who  work  for  in- 
surance companies,  large  employers,  who  are  full-time  physicians 
who  do  no  clinical  work  but  simply  administrative,  statistical,  med- 
ical reviewers,  people  who  do  these  kinds  of  tasks  that  this  admin- 
istrative system  has  generated. 
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I  have  a  lot  of  concerns.  These  physicians  are  paid  very  well. 
When  I  left  Blue-Cross,  when  I  reached  the  point  that  I  could  not 
continue  to  do  what  was  required  of  me  in  that  capacity,  I  was 
making  $156,000  a  year  for  30  hours  a  week  work. 

I  know  that  there  are  physicians  who  do  this  kind  of  work  whose 
starting  salaries  are  $250,000  and  up.  Now,  in  all  the  media's  re- 
ports about  physician  salaries  you  never  see  this  group  of  physi- 
cians discussed,  and  these  are  the  physicians  who  stand  to  benefit 
the  most  from  the  creation  of  an  increasingly  more  complex  man- 
aged care  system  in  which  you  require  physicians  to  run  and  over- 
see networks  of  physicians,  make  decisions,  and  do  all  of  the  busi- 
ness of  health  care  as  opposed  to  the  clinical  practice  of  health 
care. 

Ms.  Norton.  Thank  you  very  much.  Dr.  Peeno. 

Mr.  Ballenger.  Mr.  Chairman? 

The  Chairman.  Mr.  Ballenger? 

Mr.  Ballenger.  Could  I  ask  unanimous  consent  to  include  Con- 
gressman Bliley's  statement  in  the  record? 

The  Chairman.  Oh,  without  objection. 

Mr.  Ballenger.  Thank  you. 

The  Chairman.  The  record  will  be  open  for  5  days  for  any  other 
comments  that  people  would  like  to  make. 

I  would  like  to  thank  the  panel  very  much.  You  have  been  very 
helpful.  I  appreciate  your  enlightening  the  committee. 

Our  next  panel  will  deal  more  specifically  with  reasons  or  the 
events  concerning  the  sale  of  the  GHA  HMO  to  Humana,  and  our 
witnesses  will  be  led  off  by  Mr.  Robert  Pfotenhauer,  the  chief  exec- 
utive officer  of  the  Group  Health  Association;  Ms.  Betty  Ann  Kane, 
who  is  a  member  of  the  board  of  directors  of  GHA;  Dr.  Ronald 
Lankford,  who  is  the  senior  vice  president  for  medical  affairs  of 
Humana;  and  Mr.  Harold  Wool,  who  is  the  president  of  the  GHA 
Member  Rights  Committee.  I  should  identify  Ms.  Kane  as  a  former 
DC  City  Council  member,  and  Mr.  Wool  as  a  former  president  of 
the  GHA  Board. 

The  issues  that  I  hope  this  panel  will  address  for  the  committee 
deal  with  how  this  transaction  will  affect  the  availability  of  cover- 
age and  access  to  services,  quality,  the  commitment  that  the  pur- 
chaser is  making  to  the  non-group  members,  and  the  issue  that  has 
been  discussed  frequently  about  the  need  for  additional  capital  and 
the  commitment  to  provide  it.  Those  are  all  areas  that  would  be  of 
some  interest  to  us. 

Why  don't  you  proceed,  Mr.  Pfotenhauer,  and  we  will  have  the 
other  witnesses  follow  in  the  order  they  were  called. 

Thank  you. 
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PANEL  THREE,  CONSISTING  OF  ROBERT  P.  PFOTENHAUER, 
PRESIDENT  AND  CHIEF  EXECUTIVE  OFFICER,  GROUP  HEALTH 
ASSOCIATION,  INC.;  BETTY  ANN  KANE,  MEMBER,  BOARD  OF  DI- 
RECTORS, GROUP  HEALTH  ASSOCIATION,  INC.;  RONALD  S. 
LANKFORD,  M.D.,  SENIOR  VICE  PRESIDENT,  MEDICAL  AFFAIRS, 
HUMANA,  INC.;  AND  HAROLD  WOOL,  CHAIRMAN,  GROUP 
HEALTH  MEMBER  RIGHTS  COMMITTEE 

Mr.  Greenberg.  Mr.  Chairman,  my  name  is  David  Greenberg.  I 
am  the  chairman  of  the  board  of  Group  Health  Association.  This  is 
a  member-elected  consumer  board  of  trustees. 

So  I  would  like  to  just  introduce  Mr.  Pfotenhauer. 

The  Chairman.  Fine. 

Mr.  Greenberg.  Thank  you. 

As  you  may  know,  GHA  was  a  pioneer  in  the  now  fashionable 
field  of  managed  care.  GHA  was  founded  in  1937  and  is  one  of  the 
oldest  HMO  organizations  in  the  country,  and  the  oldest  in  the 
Washington  area. 

With  me  today  in  the  room  are  several  other  members  of  our 
board,  including  Pam  Smith,  Annie  King  Phillips,  Sherry  Hemstra, 
and  Betty  Ann  Kane. 

Mr.  Chairman,  now  I  would  like  to  introduce  Mr.  Robert  Pfoten- 
hauer, president  and  chief  executive  officer  of  Group  Health  Asso- 
ciation. 

STATEMENT  OF  ROBERT  P.  PFOTENHAUER 

Mr.  Pfotenhauer.  Mr.  Chairman,  thank  you. 

GHA  is  the  oldest  health  maintenance  organization  in  the  Wash- 
ington area,  and  was  founded  in  1937  by  a  group  of  Federal  work- 
ers. Today,  Mr.  Chairman,  GHA  faces  very  significant  competitive 
challenges  and  an  extremely  weak  financial  condition.  This  situa- 
tion led  our  member-elected  board  to  recommend  that  Group 
Health  be  sold  to  Humana  in  a  recent  vote. 

In  a  record  turnout  last  month,  more  than  37,000  of  GHA's  adult 
members  voted  overwhelmingly,  with  a  91  percent  "Yes"  vote,  to 
sell  substantially  all  of  GHA's  assets  and  liabilities  to  Humana. 

The  proposed  sale  offers  the  best  opportunity  for  Group  Health 
to  continue  affordable,  quality  health  services  to  the  132,000  people 
in  Washington,  DC,  Maryland  and  Virginia  for  whom  we  provide 
comprehensive  medical  coverage. 

Granted,  many  of  the  pressures  and  changes  in  the  health  care 
marketplace  facing  Group  Health  are  similar  to  those  affecting 
other  health  plans  around  the  country.  But  in  the  midst  of  the  na- 
tional debate  on  health  reform,  it  would  be  a  mistake  to  draw  too 
many  conclusions  based  on  this  proposed  sale. 

Neither  should  the  proposed  sale  be  misinterpreted  as  a  failure 
of  managed  care  or  managed  competition  as  models  for  national 
health  reform.  That  is  because  there  are  several  unique  aspects  of 
Group  Health  that  make  our  situation  separate  and  distinct  from 
the  debate  on  national  health  reform. 

GHA  is  the  only  HMO  out  of  more  than  500  HMOs  in  the  coun- 
try that  has  a  unionized  medical  staff.  GHA  is  the  only  HMO  in 
the  country  that  has  experienced  two  work  stoppages  by  its  medi- 
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cal  staff  and  several  years  of  labor  friction  between  its  consumer 
board,  management  and  organized  bargaining  units. 

Of  all  the  HMOs  in  the  Washington-Baltimore  area,  GHA  has 
clearly  the  highest  percentage  of  members  over  the  age  of  45. 
Unlike  many  of  our  newer  competitors  in  the  region,  GHA  cares 
for  an  older  and  sicker  population  of  enrollees,  many  of  whom  have 
grown  old  with  GHA. 

It  is  no  secret  that  we  are  facing  a  host  of  serious  problems.  We 
are  losing  market  share.  Our  share  of  the  Washington  area  HMO 
market  has  plunged  from  41  percent  in  1984  to  less  than  8  percent 
today.  We  are  losing  members  at  approximately  the  rate  of  a  thou- 
sand members  a  month.  That  has  existed  now  for  nearly  2  years. 

We  have  an  extremely  weak  income  statement,  an  operating 
margin  of  roughly  1  percent  over  the  last  3  years,  when  the  indus- 
try leaders  have  margins  in  the  4  to  6  percent  range.  We  have  very 
limited  capital  and  very  limited  capability  to  add  capital,  and  an 
extremely  weak  balance  sheet. 

We  face  new  competition,  and  we  have  some  of  the  highest  pre- 
miums in  the  Washington  area  because  we  are  taking  care  of  an 
older,  sicker  population. 

All  of  these  factors  led  the  member-elected  board  of  trustees  to 
the  conclusion  that  the  best  solution  to  our  problems  was  to  recom- 
mend to  members  that  GHA  sell  substantially  all  of  its  assets  and 
liabilities  to  Humana.  Before  reaching  that  conclusion,  however, 
there  was  nearly  36  months  of  exhaustive  study  and  analysis  and 
hundreds  of  hours  of  deliberations.  Since  last  February  we  have 
also  had  discussions  with  12  other  national  and  local  health  care 
organizations  and,  I  should  add,  both  not-for-profit  as  well  as  for- 
profit — including  Humana,  obviously.  The  options  included  propos- 
als to  merge,  affiliate,  convert  to  a  stock  company,  and,  finally,  to 
sell  GHA  to  Humana. 

An  important  part  of  the  board's  deliberations  was  what  each 
bidder  proposed  with  respect  to  GHA's  vulnerable  members,  those 
who  pay  premiums  out  of  their  own  pockets  or  for  whom  GHA  is 
the  sole  source  of  health  insurance.  Members  of  the  board  felt  a 
strong  sense  of  responsibility  to  ensure  that  any  sale  proposal 
would  protect  such  individuals. 

Humana  was  very  responsive  to  the  problems  faced  by  these 
members  and  has  assured  us  that  they,  in  fact,  will  be  protected.  In 
addition,  individuals  who  are  employed  by  small  businesses  in  the 
District  of  Columbia  and  for  which  Group  Health  is  the  sole  source 
of  health  insurance  will  have  additional  conversion  protection  that 
is  not  even  provided  by  statute  currently  within  the  District. 

Humana's  proposal  to  buy  GHA  is  a  fair  value  offer  which  pro- 
vides continued  coverage  for  our  members  and  allows  them  to 
maintain  their  physician-patient  relationships.  We  believe  that 
under  a  Humana-GHA  plan  premiums  will  become  more  afford- 
able, new  managed  care  and  insurance  products  will  be  introduced, 
and  new,  more  convenient  service  sites  will  become  available 
throughout  the  metropolitan  area. 

In  conclusion,  the  proposed  sale  of  GHA  to  Humana  has  much 
more  to  do  with  continuing  the  security  of  health  coverage  for  our 
132,000  members  than  it  does  with  issues  related  to  national  health 
care  reform  or  whether  for-profit  medicine  is  better  or  worse  than 
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not-for-profit  medicine  or  whether  managed  care  is,  in  fact,  superi- 
or or  inferior  to  unadulterated  fee-for-service  indemnity  benefits.  It 
is  none  of  those  issues. 

At  the  heart  of  the  matter  is  the  deep-seated  conclusion  of  the 
elected  majority  of  our  board  that  the  security  of  health  coverage 
for  our  members  was  too  important  to  jeopardize.  Mr.  Brand,  al- 
though I  strongly  disagree  with  much  of  his  testimony,  Mr.  Chair- 
man, made  a  very  salient  point  in  stating  that  had  this  situation 
continued  it  could  have  resulted  in  further  deterioration  financial- 
ly of  the  organization,  which  frankly  our  board  members  were  not 
willing  to  risk. 

Thank  you  very  much  for  the  opportunity  to  testify. 

The  Chairman.  Thank  you. 

[The  prepared  statement  of  Mr.  Pfotenhauer  follows:] 
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Mr.  Cbainnan,  and  members  of  the  Committee. 

My  name  is  Robert  P.  Pfotenhauer.  I  am  President  and  Chief  Executive  Officer  of  Group 
Health  Association.  GHA  is  the  oldest  health  maintenance  organization  in  the  Washington  area, 
and  was  founded  in  1937  by  a  group  of  federal  workers. 

Today,  GHA  faces  significant  competitive  challenges  and  an  extremely  weak  financial 
condition.  This  situation  led  our  member-elected  Board  of  Trustees  to  reconmiend  that  GHA  be 
sold  to  Humana,  a  large,  publicly-traded  managed  care  company.  In  a  record  turnout  last 
month,  more  than  37,000  of  GHA's  adult  members  voted  91  %  to  9%  to  seU  substantially  all  of 
GHA's  assets  and  liabilities  to  Humana. 

The  proposed  sale  offers  the  best  opportunity  for  GHA  to  continue  affordable  quality  health 
services  to  the  132,000  people  in  Washington,  Maryland  and  Virginia  for  whom  we  provide 
comprehensive  medical  coverage. 

Granted,  many  of  the  pressures  and  changes  in  the  health  care  marketplace  facing  Group 
Health  are  similar  to  those  affecting  other  plans  around  the  country.  But  in  the  midst  of  the 
national  debate  on  health  care  reform,  it  would  be  a  mistake  to  draw  too  many  conclusions  based 
on  this  proposed  sale. 

Neither  should  the  proposed  sale  be  misinterpreted  as  a  failure  of  managed  care  or  managed 
competition  as  models  for  national  health  reform. 

That's  because  there  are  several  unique  aspects  of  Group  Health  that  make  our  situation 
separate  and  distinct  from  the  debate  on  national  health  care. 

GHA  is  the  only  health  maintenance  organization  out  of  more  than  500  HMOs  in  the  country 
that  has  a  unionized  medical  staff. 

GHA  is  the  only  HMO  in  the  country  that  has  experienced  two  strikes  by  its  physicians  and 
several  years  of  labor  friction  between  its  consumer  Board  and  bargaining  units. 

Of  all  HMOs  in  the  Washington-Baltimore  area,  GHA  has  the  highest  percentage  of 
members  who  are  over  the  age  of  45.  Unlike  many  of  our  newer  competitors  in  the  region, 
GHA  cares  for  an  older  and  sicker  population  of  enrollees,  many  of  whom  have  grown  old  with 
GHA. 

It's  no  secret  that  GHA  is  facing  a  host  of  serious  problems. 

/         We  are  losing  market  share.    Our  share  of  the  Washington-area  HMO 
market  has  plunged  from  41  %  in  1984  to  less  than  8%  today. 

/  We  are  losing  members  at  the  rate  of  about  1,000  a  month. 

/  We  have  had  a  weak  income  statement. 

/  We  have  limited  capital  and  a  weak  balance  sheet. 

/  We  have  more  competition. 

/  We  have  some  of  the  highest  premiums  in  the  Washington  area. 

All  of  these  factors  led  the  member-elected  Board  of  Trustees  to  the  conclusion  that  the  best 
solution  to  our  problems  was  to  recommend  to  members  that  GHA  sell  substantially  all  of  its 
assets  and  liabilities  to  Humana. 

Before  reaching  that  conclusion,  however,  there  was  36  months  of  exhaustive  study  and 
analysis,  and  hundreds  of  hours  of  deliberations.  Since  this  past  February,  we  have  also  had 
discussions  with  12  other  national  and  local  health  care  organizations.  The  options  included 
proposals  to  merge,  affiliate,  convert  or  sell  GHA. 
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An  important  pait  of  the  Board's  deliberations  was  what  each  bidder  proposed  with  respect 
to  GHA's  vuhierable  members  -  those  who  pay  premiums  out  of  their  own  pockets  or  for  whom 
GHA  is  the  sole  source  of  health  care  coverage. 

Members  of  the  Board  felt  a  strong  sense  of  responsibility  to  ensure  that  any  sale  proposal 
would  protect  these  individuals.  Humana  was  very  responsive  to  the  problems  faced  by  our 
vulnerable  members  and  has  assured  that  they  will  be  protected. 

In  addition,  individuals  who  are  employed  by  small  employers  in  the  District  of  Columbia 
in  which  Group  Health  is  the  sole  source  of  health  insurance  will  have  additional  conversion 
protection  that  is  not  even  provided  by  statute  within  the  District. 

Humana's  proposal  to  buy  GHA  is  a  fair  value  offer  which  provides  continued  coverage  for 
our  members  and  allows  them  to  maintain  their  physician-patient  relationshq)s.  We  believe  that 
under  a  Humana/GHA  plan,  premiums  will  bax)me  more  affordable,  new  managed  care  and 
insurance  products  will  be  introduced,  and  new,  more  convenient  service  sites  will  become 
available  throughout  the  Washington  metropolitan  area. 

In  conclusion,  the  proposed  sale  of  GHA  to  Humana  has  much  more  to  do  with  continuing 
the  security  of  health  coverage  for  our  132,000  members  than  it  does  with  issues  related  to 
national  health  care  reform. 

At  the  heart  of  the  matter  is  the  deq)-seated  conviction  of  the  elected  majority  of  the  Board 
that  the  security  of  health  coverage  for  our  members  is  too  important  to  jeopardize. 

Thank  you  very  much  for  the  opportunity  to  submit  these  comments. 
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The  Chairman.  Ms.  Kane? 

STATEMENT  OF  BETTY  ANN  KANE 

Ms.  Kane.  Thank  you,  Mr.  Chairman.  For  the  record,  my  name 
is  Betty  Ann  Kane.  I  have  been  a  member  of  Group  Health  for  23 
years.  As  you  know,  I  served  for  4  years  on  the  board  of  education. 
I  have  chaired  the  board  of  education's  committee  here  that  had 
oversight  for  health  services  for  the  DC  Public  School  students,  and 
from  1979  to  1990  I  served  as  an  at-large  member  of  the  DC  City 
Council  and  was  responsible  for  developing  an  entirely  new  health 
benefits  program  for  District  employees  hired  after  September  30, 
1987,  who  were,  by  congressional  decision,  no  longer  eligible  to  par- 
ticipate in  the  Federal  Health  Benefits  Program. 

In  May  of  this  year  I  was  elected  by  the  members  to  serve  on  the 
board  of  trustees  of  Group  Health  Association.  I  am  currently 
chairman  of  a  working  group  at  the  board  that  is  dealing  with  the 
issue  of  how  to  set  up  a  successor  nonprofit  after  the  sale  of  GHA 
to  Humana. 

I  give  you  that  background,  Mr.  Chairman,  to  let  you  know  very 
clearly  I  am  speaking  today  in  my  individual  capacity  as  a  former 
city  official,  a  GHA  member,  and  a  board  member,  and  that  my 
views  do  not  necessarily  represent  the  official  views  in  anyway  of 
the  GHA  board  or  any  other  organization.  But  I  do  speak  out  of 
informed  and  some  varied  experience  with  health  care  in  the  Dis- 
trict and  with  GHA. 

While  I  agree  with  Bob  Pfotenhauer  that  there  are  issues  specific 
to  the  GHA-Humana  sale,  I  think  there  are  some  lessons  to  be 
learned  from  the  Group  Health  experience  and  implications  for  the 
future  of  health  care  service  in  the  District  under  the  President's 
soon-to-be  revealed  health  care  reform  proposals. 

As  you  know  also,  I  was  one  of  three  trustees  who  voted  against 
asking  Group  Health  members  to  approve  a  sale  of  GHA  to 
Humana  this  summer  to  which  the  members  have  given  approval. 

I  am  a  strong  believer  in  health  maintenance  organizations  of 
the  kind  that  GHA  pioneered.  Group  Health  Association  set  a 
model  by  providing  for  over  50  years  quality,  comprehensive  pre- 
paid service  with  an  emphasis  on  prevention.  Access  to  health  care 
is  not  an  unfortunate  accident  to  insure  against,  but  a  service 
which  all  District  residents  should  have  available  on  a  fair  and  af- 
fordable basis. 

As  you  know,  the  District  does  not  classify  or  regulate  HMOs  as 
insurance  providers,  and  GHA's  own  "Articles  of  Incorporation" 
explicitly  state  that  the  organization's  purpose  is  to  arrange  and 
provide  services  for  its  members.  It  is  not  organized  as  an  insur- 
ance company. 

I  regret  the  loss  of  member  control  and  the  introduction  of  the 
profit  motive  that  will  result  from  this  sale,  and  I  also  regret  the 
conclusion  reached  in  some  quarters  that  the  sale  shows  that  so- 
called  pure  HMOs,  which  GHA  was,  can't  succeed  in  the  market- 
place, so  that  only  very  large  providers  can  be  successful. 

I  think  there  are  several  lessons  to  be  drawn  for  health  care 
from  the  GHA  experience  which  include  (1)  that  health  care  should 
not  be  linked  to  employment  status;  (2)  that  health  maintenance 
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organizations  need  to  do  a  better  job  of  communicating  the  advan- 
tages of  prepaid  comprehensive  service;  (3)  specifically,  that  any 
health  care  system  for  the  District  under  health  care  reform  must 
be  regional  in  nature;  (4)  that  complete  community  rating  is  a  ne- 
cessity. Let  me  briefly  elaborate  on  some  of  these  points. 

Number  one,  health  care  decisions  are  increasingly  made  by  em- 
ployers and  not  by  consumers.  The  health  benefits  officer  at  the 
company  who  decides  what  plans  or  plan  to  offer  to  the  employees 
becomes  the  client,  and  the  needs  and  interests  of  the  employer  are 
not  always  the  same  as  those  of  the  individual.  In  particular,  small- 
er health  provider  organizations  like  GHA  can  be  particularly  dis- 
advantaged by  this  situation. 

Number  two,  the  issue  of  choice  in  doctors  and  other  providers  in 
HMOs  is  a  red  herring.  The  truth  is  that  no  one  has  a  completely 
open  choice  of  doctor,  hospital  or  other  service,  except  maybe  some- 
one who  can  totally  pay  their  own  cost. 

All  of  the  plans,  as  you  revealed  at  your  hearing  last  spring,  Mr. 
Chairman,  including  the  supposedly  pure  indemnity  plans  like 
Blue  Cross,  make  decisions  about  which  providers  will  be  in  their 
plan  and  therefore  which  people  will  have  an  access  to  it.  I  think 
that  if  HMOs  are  going  to  be  part  of  the  health  care  reform  for  the 
District  and  the  country,  and  I  definitely  think  they  should  be, 
there  will  have  to  be  a  sincere  and  concentrated  effort  to  tell  the 
story  better. 

Number  three,  health  care  providers  serving  the  District  must  be 
regional  in  nature.  One  of  the  issues  that  GHA  struggled  with,  for 
example,  was  how  to  raise  capital  to  open  service  locations  in  the 
faster  growing  suburbs  beyond  the  Beltway.  Approximately  two- 
thirds  of  the  people  who  work  in  the  District  live  in  Maryland  and 
Virginia.  As  long  as  health  insurance  remains  employment  linked, 
employers  in  the  District  will  need  access  to  health  plans  with 
service  providers  throughout  the  area.  A  strictly  State-based 
system  will  also  disadvantage  the  District  because  of  the  city's 
larger  pool  of  lower  income  residents  with  higher  costs  and  higher 
health  needs. 

Finally,  community  rating  where  everyone  is  charged  the  same 
amount  for  the  same  service  is  a  necessity  in  order  to  fairly  and 
fully  serve  the  residents  of  the  District.  I  give  in  my  testimony,  Mr. 
Chairman,  an  example  of  the  fact  that  when  I  was  a  Government 
employee  under  the  Federal  Employees  Health  Benefits  Program, 
which  the  District  was  participating  in,  the  combined  monthly  pre- 
mium for  a  family  was  slightly  less  than  $300.  During  the  18- 
month  COBRA  period  when  I  was  able  to  stay  on  at  the  Federal 
rate  plus  a  small  administrative  fee,  this  rose  to  only  about  $314. 

But  the  minute  the  18  months  ran  out  and  you  go  into  the  direct 
pay  category,  the  premium  went  up  by  one-third,  and  a  few  months 
later  by  a  net  50  percent.  By  the  stroke  of  a  statistical  pen  the 
sanie  three  adults  in  the  exact  same  state  of  health  went  from  one 
arbitrary  grouping  to  another  and  paid  50  percent  more  for  fewer 
benefits. 

There  are  large  numbers  of  District  residents  who  are  self-em- 
ployed, who  work  for  small  firms,  who  are  especially  vulnerable 
across  the  current  rating  system.  This  is  not  something  unique  to 
GHA.  It  is  the  system  that  is  out  of  whack  here.  Maryland,  for  ex- 
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ample,  has  recently  enacted  a  community  rating  law,  which  I  un- 
derstand is  designed  to  eliminate  this  kind  of  discrimination. 

Finally,  what  is  ahead  for  the  GHA  legacy  and  tradition  for  the 
residents  of  the  District?  The  GHA  Articles  of  Incorporation  pro- 
vide that  "upon  the  dissolution  of  the  corporation  the  board  of 
trustees  shall,  after  paying  or  making  provision  for  the  payment  of 
all  liabilities  of  the  corporation,  dispose  of  all  the  assets  of  the  cor- 
poration exclusively  for  the  purposes  of  the  corporation  in  such 
manner  or  to  such  organization  or  organizations  operated  exclu- 
sively for  charitable,  education  or  scientific  purposes  that  qualify 
as  a  501(cX3)  organization  under  the  IRS  law." 

In  accordance  with  this,  if  members  were  promised  that  the  sale 
to  GHA  would  include  the  establishment  of  the  association  as  a 
not-for-profit  charitable  foundation  to  be  the  guardian  of  the  pro- 
ceeds of  the  sale,  and  the  information  statement  to  the  members 
provided  along  with  their  ballot  said  that  the  board  of  trustees  is 
recommending  you  approve  establishing  a  not-for-  profit  charitable 
foundation  that  will  use  the  proceeds  of  the  sale  for  scientific,  edu- 
cational or  charitable  purposes  related  to  health  care.  The  exact 
nature  of  this  not-for-profit  successor  to  Group  Health  Association 
will,  of  course,  depend  to  a  large  extent  on  the  ultimate  size  of  the 
net  proceeds  that  are  left  after  the  liabilities  and  contingencies  are 
worked  out  in  the  sale.  But  I  can  assure  you  that  as  Chair  of  the 
board  working  group  I  will  keep  a  sharp  eye  on  the  deal  in  order  to 
protect  as  large  an  asset  pool  as  possible  for  the  possible  successor 
nonprofit. 

We  have  a  work  plan  that  includes  outreach  and  consultation 
with  the  Group  Health  leadership,  the  members,  and  the  larger 
community.  We  certainly  welcome  input  in  that  process — I  wel- 
come input  in  that  process. 

Mr.  Chairman,  this  concludes  my  formal  remarks  this  morning.  I 
look  forward  to  working  with  you,  and  I  would  be  happy  to  answer 
any  questions. 

The  Chairman.  Thank  you. 

[The  prepared  statement  of  Ms.  Kane  follows:] 
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Statement  of  Betty  Ann  Kane 

before  the 

Committee  on  the  District  of  Columbia 

September  14,  1993 

hearing  on 

The  Implications  of  the  Proposed  Sale 

of  Group  Health  Association,  Inc.,  to  Humana,  Inc. 

for  Health  Care  in  the  District  of  Columbia 


Mr.  Chairman,  members  of  the  Committee:  My  name  is  Betty  Ann  Kane.    I  have 
been  a  member  of  Group  Health  Association  for  23  years.    I  served  for  4  years,  from  1974 
to  1978,  as  an  at  large  member  of  the  D.C.  Board  of  Education,  and  chaired  the  Board 
Committee  that  had  oversight  for  health  services  for  students  in  the  D.C.  Public  Schools. 
From  1979  through  1990  I  served  as  an  at  large  member  of  the  D.C.  City  Council,  and 
chaired  for  four  years  the  Council's  Committee  on  Government  Operations,  whose 
jurisdiction  included  the  health  benefits  programs  for  D.C.  government  employees.    In  this 
capacity  1  was  responsible  for  developing  an  entirely  new  health  benefits  program  for  city 
employees  hired  after  September  30,  1987  who  were,  by  Congressional  decision,  no  longer 
eligible  to  participate  in  the  federal  employees  health  benefits  program.    In  May  of  this  year 
1  was  elected  by  the  members  to  serve  on  the  Board  of  Trustees  of  Group  Health 
Association.    I  am  currently  chairman  of  a  working  committee  of  the  Board  that  is  dealing 
with  how  to  set  up  a  successor  non-profit  after  the  sale  of  GHA  to  Humana. 

I  am  speaking  today  in  my  individual  capacity.    My  views  do  not  represent  the 
official  views  of  the  GHA  Board  or  any  other  organization.    I  speak,  however,  out  of 
informed  and  varied  experience  with  health  care  in  the  District  and  with  GHA.    I  thank  the 
committee  for  the  opportunity  to  appear  before  you  and  share  those  views.    I  hope  they  will 
be  helpful  as  you  look  not  only  at  the  implications  of  the  current  proposed  sale  of  GHA  to 
Humana  but  also  at  the  challenging  larger  issues  of  lessons  to  be  drawn  from  the  Group 
Health  experience  and  implications  for  the  future  of  health  care  services  in  the  District  under 
the  President's  forthcoming  health  care  reform  proposals. 

As  you  know,  I  was  one  of  three  trustees  who  voted  against  asking  Group  Health 
members  to  approve  a  sale  of  GHA  to  Humana  this  summer.    The  members  have  given 
approval  to  such  a  sale. 

I  am  a  strong  believe  in  health  maintenance  organizations  of  the  kind  that  GHA 
pioneered.    Group  Health  Association  has  set  a  model  by  providing  for  over  50  years  quality, 
comprehensive,  pre-paid  service  with  an  emphasis  on  prevention.    Access  to  health  care  is 
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not  an  unfortunate  accident  to  insure  against  but  a  service  which  all  District  residents  should 
have  available  on  a  fair  and  affordable  basis.    As  you  know,  the  District  does  not  classify  or 
regulate  HMO's  as  insurance  providers.    GHA's  own  articles  of  incorporation  explicitly  state 
that  its  purpose  is  to  "arrange  and  provide...  services"  for  its  members  and  they  don't 
mention  "insurance.". 

1  regret  the  loss  of  member  control  and  the  introduction  of  the  profit  motive  that  will 
result  from  this  sale.     I  also  regret  the  conclusion  reached  in  some  quarters  that  the  sale 
shows  that  "pure"  HMO's  cannot  succeed  in  the  marketplace  or  that  only  very  large 
providers  can  be  successful. 

I  think  there  are  several  lessons  to  be  drawn  from  the  GHA  experience.    They 
include: 

1.  Health  care  should  not  be  linked  to  employment  status. 

2.  Health  maintenance  organizations  need  to  do  a  better  job  of  communicating  the  advantages 
of  pre-paid,  comprehensive  service. 

3.  Any  health  care  system  for  the  District  under  health  care  reform  must  be  regional  in 
nature,  and 

4.  Complete  community  rating  is  a  necessity. 

Let  me  elaborate  briefly  on  those  points. 

1 .  Health  care  decisions  are  increasingly  made  by  employers  and  not  by  consumers.    The 
health  benefits  officer  at  the  company,  who  is  deciding  what  plans  or  plans  to  offer  to 
employees,  becomes  the  client,  and  the  needs  and  interests  of  the  employer  are  not  the  same 
as  those  of  the  individual.    Smaller  health  provider  organizations  like  GHA  can  be 
particulariy  disadvantaged  by  this  system.    If  health  care  was  not  linked  at  all  with 
employment,  consumers  could  make  freer  and  better  decisions. 

2.  The  issue  of  "choice"  in  doctors  in  HMOs  is  also  a  red  herring.    The  truth  is  that  no  one 
has  a  completely  open  choice  of  doctor,  hospital,  or  other  service,  except  perhaps  a  wealthy, 
totally  self-financed  consumer.    All  the  plans,  including  the  supposedly  pure  fee  for  service 
insurers  like  Blue  Cross,    make  decisions  about  which  providers  will  be  in  their  plan  and 
thus  which  providers  the  consumer  can  use.     HMO's  have  been  given  a  bad  name  in  this 
matter,  sometimes  by  their  own  fellow  HMO's  who  are  trying  harder  to  compete  than  to 
promote  the  HMO  concept.    As  a  pure  HMO,  GHA  was  hurt  by  this  marketing  approach  of 
its  competitors.    As  a  GHA  member  I  always  had  a  wide  choice  of  primary  care  and  other 
doctors.    If  HMO's  are  going  to  be  part  of  health  care  reform  for  the  District  and  the 
country  -  and  I  think  they  definitely  should  be--  there  will  have  to  be  a  sincere  and 
concentrated  effort  to  tell  their  story  better. 
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3.  Health  care  providers  serving  tiie  District  of  Columbia  must  be  regional  in  nature.     My 
experience  with  Group  Health  increases  my  concern  that  a  strictly  state  by  state  system  will 
put  the  District  at  a  distinct  disadvantage.    One  of  the  issues  GHA  struggled  with  was  how  to 
raise  capital  to  open  service  locations  in  the  faster  growing  suburbs  beyond  the  Beltway. 
Approximately  two  thirds  of  the  people  who  work  in  the  District  live  in  Maryland  and 
Virginia,  and  as  long  as  health  insurance  remains  employment-linked,  employers  in  the 
District  will  need  access  to  health  plans  with  service  providers  throughout  the  area.    A 
strictly  state-based  system  will  also  disadvantage  the  District  because  of  its  larger  pool  of 
lower  income  residents. 

4.  Community  rating—  where  everyone  is  charged  the  same  amount  for  the  same  service—  is 
a  necessity  in  order  to  fairly  and  fully  serve  the  residents  of  the  District.    As  a  District 
government  employee  under  FEHBP  the  combined  monthly  premium  for  my  family 
(government  and  personal  share)  was  slightly  less  than  $300  a  month  as  of  December  1990. 
During  the  18  month  COBRA  period,  when  I  was  able  to  stay  on  at  the  federal  rate  plus  a 
small  administrative  fee,  the  monthly  premium  rose  to  only  about  $314.    But  the  day  the  18 
months  ran  out  and  I  was  re-classified  as  a  "direct  pay"    member  the  monthly  premium  rose 
by  one-third  to  $414,  and  a  few  months  later  was  increased  again  to  $458.    By  the  stroke  of 
a  statistical  pen  the  same  three  adults,  in  the  exact  same  state  of  health,  went  from  one 
arbitrary  grouping  to  another  and  paid  50%  more  for  fewer  benefits.    There  are  large 
numbers  of  District  residents  who  are  self-employed  or  who  work  for  small  firms  who  are 
especially  vulnerable  because  of  the  current  rating  systems.    Maryland  has  recently  enacted  a 
community  rating  law  which  I  understand  is  designed  to  eliminate  this  kind  of  discrimination. 

What  is  ahead  for  the  GHA  legacy  and  tradition  for  residents  of  the  District? 

The  GHA  articles  of  incorporation  provide  that,  "[up]on  the  dissolution  of  the 
corporation  the  Board  of  Trustees  shall,  after  paying  or  making  provision  for  the  payment  of 
all  liabilities  of  the  corporation,  dispose  of  ail  the  assets  of  the  corporation  exclusively  for 
the  purpose  of  the  corporation  in  such  manner,  or  to  such  organization  or  organizations 
organized  and  operated  exclusively  for  the  charitable,  educational  or  scientific  purpose  as 
shall  at  the  time  qualify  as  an  exempt  organization  or  organizations  under  section  501(c)(3) 
of  the  Internal  Revenue  Code  of  1954  or  the  corresponding  provision  of  any  future  U.S. 
Internal  Revenue  law,  as  the  Board  determines."    In  accordance  with  this,  members  were 
promised  that  the  sale  to  Humana  would  include  "the  establishment  of  the  Association  as  a 
not-for-profit,  charitable  foundation  to  be  the  guardian  of  the  proceeds  of  the  sale".     The 
Information  Statement  provided  to  members  along  with  their  ballot  pointed  out  that    "[since] 
Group  Health  is  a  not-for-profit,  tax-exempt  organization  under  Section  501(c)(3)  of  the 
Internal  Revenue  Code,  it  is  prohibited  from  distributing  its  assets  and/or  funds  to  any 
private  individual  or  from  using  those  funds  to  benefit  private  individuals.    Your  Board  of 
Trustees,  therefore,  is  recommending  that  you  approve  establishing  a  not-for-profit  charitable 
foundation.    As  a  charitable  foundation,  the  successor  to  Group  Health  will  no  longer  provide 
health  care  services  to  members,  but  will  use  the  proceeds  from  the  sale  for  scientific, 
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educational,  and  charitable  purposes  related  to  health  care."  [Information  Statement,  July  12, 
1993.  item  II. D.  at  d.  61 


1993,  item  II. D.  at  p.  6] 


The  exact  nature  of  this  not-for-profit  successor  to  Group  Health  Association  will 
depend  to  a  large  extent  on  the  ultimate  size  of  the  net  proceeds  that  are  left  after  all  the 
liabilities  and  contingencies  have  been  worked  out  in  the  Humana  sale.     I  intend  for  the 
Board  committee  that  I  chair  to  keep  a  sharp  eye  on  the  deal  in  order  to  protect  as  large  an 
asset  pool  as  possible  for  the  successor  non-profit.     The  committee's  work  plan  also  includes 
outreach  and  consultation  with  the  Group  Health  leadership,  members,  and  the  larger 
community  regarding  the  form  and  function  of  the  successor  non-profit.    Among  the 
suggested  purposes  are  research,  education,  and  services  to  vulnerable  populations  such  as 
the  elderiy  and  teenage  mothers.    I  would  welcome  the  input  of  this  committee  as  we  go 
through  that  process. 

This  concludes  my  formal  remarks  this  morning.    I  look  forward  to  working  with  you 
and  would  be  happy  to  answer  any  questions. 
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The  Chairman.  Dr.  Lankford? 

STATEMENT  OF  RONALD  S.  LANKFORD,  M.D. 

Dr.  Lankford.  Mr.  Chairman,  and  members  of  the  committee, 
my  name  is  Ron  Lankford.  I  am  the  senior  vice  president  of  medi- 
cal affairs  for  Humana,  one  of  the  Nation's  largest  managed  health 
care  companies.  We  offer  a  wide  range  of  affordable  health  plans 
and  services  to  employee  groups  and  Medicare  beneficiaries. 
Humana  health  care  plans  currently  cover  approximately  1.7  mil- 
lion members,  including  over  250,000  Medicare  beneficiaries  and 
over  125,000  Federal  employees. 

As  a  company,  our  mission  is  to  achieve  an  unequaled  level  of 
measurable  quality  and  productivity  in  the  delivery  of  health  serv- 
ices that  are  responsive  to  the  needs  and  values  of  health  plan  en- 
rollees,  physicians,  employers  and  consumers. 

I  am  pleased  to  be  here  today  to  testify  on  Humana's  acquisition 
of  Group  Health  Association.  GHA  has  been  serving  the  District  of 
Columbia  and  the  surrounding  communities  for  over  50  years.  We 
are  excited  to  have  the  opportunity  to  work  together  with  GHA  to 
ensure  the  continued  provision  of  quality  health  care  for  the  Dis- 
trict and  surrounding  communities. 

GHA  is  a  tradition  in  the  DC  area.  It  has  a  long,  unmatched  his- 
tory of  member,  physician  and  employer  involvement  in  the  com- 
munity. It  has  been  a  vital  contributor  to  the  DC  economy  as  well 
as  a  key  provider  and  insurer  in  the  DC  community. 

We  recognize  the  immense  responsibility  that  the  members  of 
GHA  have  entrusted  to  Humana.  Working  from  the  foundations 
that  GHA  has  established,  it  is  our  commitment  to  the  members 
and  to  the  community  to  provide  the  resources  necessary  to  contin- 
ue GHA's  quality  service  in  an  increasingly  competitive  market  en- 
vironment. 

The  present  market  environment  demands  competitive  premi- 
ums in  a  wide  range  of  products  and  services.  The  challenges  we 
face  in  turning  this  health  care  plan  around  are  not  unlike  chal- 
lenges we  have  faced  in  other  communities.  Witness  our  efforts  in 
communities  like  Kansas  City  and  Chicago.  Our  successes  in  these 
communities  is  rooted  in  our  respect  for  the  achievements  of  the 
health  plans  we  acquired  in  those  cities.  Our  know-how  and  capital 
investment  have  provided  these  communities  with  much  needed 
upgrades  in  health  centers,  improved  member  services,  and  en- 
hanced quality  management  programs. 

We  have  enrolled  HMO  members  in  these  federally  qualified 
plans  without  underwriting,  and  we  enroll  more  lower  socioeco- 
nomic enroUees  in  each  of  those  plans  than  are  present  in  the 
market,  and  I  can  provide  statistics  later  on  request. 

We  have  recently  built  two  large  clinical  centers  in  Chicago,  both 
located  on  the  underserved  South  Side,  and  over  35  percent  of  the 
quarter  million  enrollees  we  have  in  our  staff  model  operations  are 
from  minority  populations. 

Preserving  GHA's  best  benchmark  areas  while  bringing  about 
the  changes  necessary  to  make  it  a  viable  competitor  has  been  at 
the  heart  of  our  negotiations  with  the  GHA  health  plan  manage- 
ment. In  this  respect,  Humana  will  strive  to  ensure  continuity  of 
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quality  health  care  coverage.  Humana  will  strive  to  maintain  es- 
tablished physician-patient  relationships.  Humana  will  maintain 
member  involvement  and  communication.  Humana  will  preserve 
GHA's  name.  Humana  will  infuse  capital  that  will  allow  the  health 
plan  to  compete  in  today's  competitive  markets. 

Last  year  alone,  we  infused  over  $20  million  into  the  Kansas  City 
staff  model  operation  and  over  $8  million  just  recently  in  Chicago. 

To  meet  these  goals,  Humana  will  continue  to  work  closely  with 
State  and  Federal  regulators.  More  specifically,  we  support  model 
NAIC  legislation  pending  before  the  DC  Council  that  will  give  the 
District  oversight  of  local  HMOs. 

We  are  also  committed  to  working  with  the  District,  Maryland 
and  Virginia  to  explore  innovative  measures  for  assuring  access  to 
quality  health  care  services  for  Medicaid  and  other  medically  un- 
derserved  populations.  Before  we  can  do  so,  however,  GHA's  eco- 
nomic viability  must  be  restored.  We  will  reinvigorate  GHA  by  in- 
troducing new  health  care  coverage  products,  expanding  the  physi- 
cian and  hospital  network,  improving  current  facilities  and  adding 
new  facilities. 

In  addition  to  its  members,  GHA's  employees  represent  another 
constituent  group  that  will  benefit  from  Humana's  acquisition. 
GHA  has  been  steadily  losing  membership.  If  that  trend  continues, 
the  employee  base  will  continue  to  be  decreased.  Our  intent  is  to 
reverse  this  trend  and  thereby  preserve  employment,  and  in  the 
long  run  you  can  be  assured  that  our  intent  is  to  grow  the  plan  and 
the  number  of  employees. 

In  conclusion,  I  appreciate  the  consideration  afforded  by  the 
members  of  the  DC  Committee  on  having  me  here  today.  GHA's 
roots  are  deep  in  the  District.  It  has  long  been  a  provider  of  quality 
health  care  services.  However,  GHA  has  struggled  as  competitive 
pressures  on  the  health  care  market  have  increased.  Humana 
offers  GHA  members  the  opportunity  to  retain  what  is  best  about 
the  current  plan  while  making  the  changes  required  to  allow  it  to 
thrive  in  the  future.  GHA  members  have  overwhelmingly  endorsed 
this  opportunity  by  returning  a  90-percent  positive  vote  for  this 
transaction. 

We  at  Humana  are  excited  about  the  opportunity  of  providing 
health  care  services  to  residents  of  the  District  of  Columbia  and  the 
surrounding  communities,  and  working  together,  we  feel  we  can 
achieve  the  successes  we  are  all  looking  for  during  this  transition. 

Thank  you. 

[The  prepared  statement  of  Dr.  Lankford  follows:] 
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Introduction 

Mr.  Chairman  and  Members  of  the  Committee. 

My  name  is  Ronald   S.  Lankford,  M.D.   I  am  Senior  Vice  President  of  Medical  Affairs  for 
Humana,  one  of  the  nation's  largest  managed  health  care  companies.   We  offer  a  wide  range 
of  affordable  health  plans  and  services  to  employee  groups  and  Medicare  benenciaries.    Our 
Humana  Health  Care  Plans  currently  cover  approximately  1.7  million  members  including 
262,300  Medicare  beneficiaries  and  128,000  federal  employees. 

As  a  company,  our  mission  is  to  achieve  an  unequalcd  level  of  measurable  quality  and 
productivity  in  the  delivery  of  health  services  that  are  responsive  to  the  needs  and  values  of 
patients,  physicians,  employers,  and  consumers. 

Mr.  Chairman,  I  am  pleased  to  be  here  today  to  testify  on  Humana's  acquisition  of  Group 
Health  Association  (CHA).   GHA  has  been  serving  the  District  of  Columbia  and  the 
surrounding  communities  for  over  56  years.   And,  we  are  excited  to  have  the  opportunity  to 
work  together  with  CHA  to  ensure  the  continued  provision  of  quality  health  care  for  the 
District  and  surrounding  communities. 

Humana  GHA  Transaction 

It  is  fair  to  say  that  GHA  is  a  tradition  in  the  D.C.  area.    CHA  has  a  long,  unmatched 
history  of  member,  physician,  and  employer  involvement  in  this  community.   GHA  has  been 
a  vital  contributor  to  the  D.C.  economy  as  well  as  a  key  provider  and  insurer  in  the  D.C. 
community. 

We  recognize  the  immense  responsibility  that  the  over  130,000  members  of  GHA  have 
entrusted  to  Humana.   And.  working  from  the  foundations  that  GHA  has  esublished,  it  is 
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our  commitment  to  the  members  and  to  the  community  to  provide  the  resources  necessary  to 
continue  GHA's  quality  service  in  an  incrcasmgly  competitive  market  environment--  a 
market  environment  that  demands  competitive  premiums,  a  wide  range  of  products  and 
services,  and  a  broad  network  of  physicians  and  hospitals. 

The  challenges  we  face  are  not  unlike  challenges  we  have  faced  in  other  cbmniuniiies. 
Witness  our  efforts  in  communities  like  Kansas  City  and  Chicago.    Humana's  success  in 
these  communities  is  rooted  in  our  respect  for  the  achievements  of  the  health  care  plans  we 
acquired  in  those  cities.   Our  know-how  and  capital  investment  have  provided  tiiesc 
communities  with  much  needed  upgrades  of  health  centers,  improved  member  services,  and 
enhancement  of  quality  assurance  programs. 

In  regard  to  the  District,  preserving  GHA's  quality  service  and  protecting  its  membership 
while  bringing  about   the  changes  necessary  to  make  it  a  viable  competitor  in  this  area   have 
been  at  the  heart  of  our  negotiations.    In  this  respect  Humana  will  strive  to: 

•  ensure  continuity  of  quality  health  coverage; 

•  maintain  established  physician-patient  relationships; 

•  maintain  member  involvement  and  communication; 

•  retain  GHA's  name;   and 

•  infuse  capital  that  will  allow  us  to  compete  in  today's  marketplace. 

To  meet  these  goals,  Humana  is  and  will  continue  to  work  closely  with  state  and  federal 
regulators.    More  specifically,  Humana  supports  model  NAIC   legislation  pending  before  the 
D.C.  Council   that  will  give  the  District  oversight  of  local  HMOs. 

We  are  also  committed  to  working  with  the  District,  Maryland,  and  Virginia  to  explore 
innovative  measures  for  ensuring  access  to  quality  health  care  services  fur  Medicaid  and 
other  medically  underserved  populations.   Before  we  can  do  so,  however,  GHA's  economic 
viability  must  be  restored.   We  will  accomplish  this  by: 
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•  introducing  new  insurance  produces; 

•  expanding  the  physician  and  hospital  networks  that  provide  service  to  GHA 
members;  and 

•  improving  current  facilities  and  adding  new  ones. 


In  addition  to  its  members,  GHA's  employees  represent  another  constituent  group  that  will 
benefit  from  Humana's  acquisition.   GHA  has  been  steadily  losing  membership.    If  that  trend 
continues,  GHA's  employees  and  continued  existence  will  be  threatened.    Our  intent   is  to 
reverse  this  trend  and  thereby  preserve  employment  in  the  near  term  while  eventually 
growing  the  plan,  and  its  number  of  employees  in  the  long  run. 

Conclusion 

In  conclusion,  I  appreciate  the  opportunity  afforded  by  Chairman  Stark  and  the  other 
members  of  the  D.C.  Committee  ro  discuss  our  future  partnership  with  GHA. 

GHA's  roots  in  the  District  are  deep.    It  has  long  been  a  provider  of  quality  health  care 
services.     However.  GHA  has  struggled  as  competitive  pressure  in  the  health  care  market 
has  increased.    Humana  offers  GHA  members  the  opportunity  to  retain  what  is  best  about 
their  current  plan  while  making  the  changes  required  to  allow  it  to  thrive  in  the  future. 
Those  members  overwhelmingly  endorsed  this  opportunity  by  returning  a  90%  positive  vote 
for  the  transaction.     We  are  excited  about  the  opportunity  of  providing   health  care  services 
to  residents  of  the  District  of  Columbia  and  surrounding  communities.   Working  together 
with  the  community,  wc  will  achieve  the  success  we  are  all  looking  for  during  this  transition. 


I'll  be  happy  to  answer  any  questions  you  might  have. 
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The  Chairman.  Mr.  Wool,  I  hate  to  interrupt  you,  but  I  am  in- 
formed that  I  have  10  minutes  left  to  make  a  vote,  which  I  will  do 
and  return.  So  if  you  will  bear  with  me  for  10  minutes,  we  will 
have  a  brief  recess.  Excuse  me. 

[Recess.] 

The  Chairman.  If  our  guests  want  to  find  seats  again,  we  will 
resume. 

Mr.  Wool,  as  soon  as  we  have  reasonable  calmness,  so  I  can  hear 
you  and  the  clerk  can  hear  you,  we  will  ask  you  to  proceed  with 
your  testimony. 

Go  ahead,  sir.  Thank  you. 

STATEMENT  OF  HAROLD  WOOL 

Mr.  Wool.  I  have  been  a  member  of  Group  Health  for  54  years 
and  for  most  of  those  years  played  an  active  role  in  its  governance 
as  an  elected  trustee  and  in  other  capacities. 

I  am  here  today,  however,  as  chairman  of  the  Group  Health 
Member  Rights  Committee.  This  is  an  independent  rank-and-file 
group  of  Group  Health  members  organized  last  year  to  protect 
member  interests  when  Group  Health  managers  initiated  a  cam- 
paign designed  to  terminate  Group  Health  as  a  not-for-profit  mem- 
bership institution. 

First,  I  would  like  to  express  my  appreciation,  Mr.  Chairman,  for 
your  holding  this  hearing  and  for  giving  us  a  chance  to  be  heard.  I 
have  a  prepared  statement  for  inclusion  in  the  committee's  record. 
I  would  like  to  make  several  summary  remarks  from  it  at  this 
time. 

Group  Health,  as  you  know  already,  is  a  very  unique  health  care 
institution.  Not  only  is  it  the  oldest  plan  of  its  type  in  the  area, 
and  perhaps  in  the  country,  but  it  also  includes  a  very  unique  fea- 
ture of  consumer  ownership  and  governance.  It  is  the  only  plan  in 
which  the  members  of  the  board  of  trustees  have  been  elected  by 
its  members. 

Although  chartered  as  a  not-for-profit  member  corporation,  it  has 
functioned  like  a  consumer  cooperative,  and  consumers  have  had 
and  expect  to  have  a  significant  voice  in  major  policy  decisions  af- 
fecting their  plan.  In  fact,  consumer  participation  over  a  period  of 
years  has  made  a  difference  in  Group  Health.  We  have  worked 
over  the  years  to  expand  the  scope  of  services  beyond  the  standard 
benefit  packages  offered  by  most  plans  in  such  areas  as  health  edu- 
cation, broader  preventive  care,  mental  health  and  provision  of 
hospice  care  for  the  terminally  ill. 

We  have  a  unique  arrangement  under  which  a  member  who  has 
a  clc'm  against  the  organization,  a  financial  claim,  and  who  is  not 
satisfied  with  the  initial  findings  of  the  administrators  can  appeal 
that  decision  to  a  claims'  appeals  committee  consisting  entirely  of 
members.  Above  all,  we  have  provided  consumers  with  an  added 
degree  of  assurance  that  all  members  will  be  treated  fairly  and  hu- 
manely in  the  way  their  health  care  is  administered,  even  at  some 
cost  to  the  bottom  line. 

A  democratically  run  health  plan  like  a  democratically  run 
nation  can  have  its  ups  and  downs.  We  have  had  some  significant 
organizational  problems  over  the  years  and  some  intermittent  fi- 
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nancial  crises,  which  Mr.  Pfotenhauer  touched  on  in  his  testimony. 
But  until  very  recently,  until  2  years  ago,  our  enrollment  did  in- 
crease and  it  did  increase  at  a  greater  rate,  Mr.  Chairman,  than 
the  rate  of  growth  of  the  metropolitan  area. 

The  allusion  to  decline  in  market  share  is  a  term  of  art  which 
simply  means  that  when  Group  Health  got  organized — and  until 
the  1970s  we  had  a  100  percent  share  of  the  HMO  market  because 
we  were  the  only  one  in  it — as  the  number  of  HMOs  grew,  as  its 
definition  changed  to  include,  for  example,  the  IPAs,  there  was  an 
infusion  of  many  other  plans  which  commanded  a  greater  share  of 
the  total  market  for  health  services  in  the  area.  Although  we  did 
not  equally  share  in  that,  we  more  than  held  our  own  in  relation  to 
our  total  population,  and  the  reference  to  a  declining  "market 
share"  is,  I  think,  very  deceptive  in  terms  of  the  status  of  the  orga- 
nization. 

We  have  also  had  some  financial  problems.  We  had  what  turned 
out  to  be  a  temporary  financial  crisis  about  2  years  ago  which  was 
due  in  large  part  to  the  fact  that  a  very  large  account  payable  due 
from  HCFA — the  Health  Care  Financing  Administration — was 
being  audited  by  that  agency.  This  was  not  included  as  a  current 
asset  in  the  regulation  assessment  by  the  State  of  Virginia,  and  it 
created  a  situation  of  a  crisis  in  which  our  measured  assets  as  they 
counted  them  fell  below  their  statutory  requirement.  This  issue  has 
since  been  resolved. 

The  amount  involved  I  believe  was  in  the  neighborhood  of  $15 
million,  covering  back  payments  for  several  years,  and  since  then 
our  financial  reserves,  by  the  admission  of  our  officials,  have  been 
more  than  adequate.  We  have  $11  million  more  in  reserves  than 
required  by  the  State  of  Virginia  under  their  definition  and  $17 
million  more  than  required  in  the  State  of  Maryland. 

The  last  years  we  have  operated  in  the  black,  and  this  year, 
apart  from  some  abnormal  expenditures  associated  with  a  massive 
campaign  fund  to  sell.  I  think  we  have  a  very  good  chance  despite 
declining  enrollment  of  ending  in  the  black.  What  is  even  more  im- 
portant is  that  changes  have  already  been  initiated  to  make  Group 
Health  more  competitive. 

The  representative  of  Humana  referred  to  the  offering  of  new 
products.  We  have  already  invested  in  a  new  "point  of  service" 
plan,  which  represents  one  of  these  new  products,  from  our  own 
capital  and  from  our  own  resources. 

Similarly,  we  are  currently  installing  a  brand-new  management 
information  system  costing  several  million  dollars  from  our  own 
capital  and  our  own  resources,  supplemented  by  commercial  collat- 
eral loans  readily  available  to  us  in  the  local  financial  market.  The 
allegations  of  the  imminent  demise  of  Group  Health  because  of  its 
financial  problems  are  far  too  premature. 

I  would  like  to  emphasize  that  from  our  perspective  what  has 
happened  in  the  last  2  years  is  that,  prompted  by  what  turned  out 
to  be  at  least  a  short-  term  financial  crisis  and  what  we  hope  will 
be  a  short-term  enrollment  decline,  management  saw  an  opportuni- 
ty of  seizing  possession  of  Group  Health.  Together  with  its  physi- 
cians, I  think  it  began  a  concerted  effort  to  eliminate  the  consumer 
role  in  Group  Health,  first  by  proposing  last  year  a  conversion  to 
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for-profit  status,  which  was  defeated  by  the  membership,  and  this 
year  by  the  proposal  for  sale  to  Humana. 

The  way  in  whjch  these  wonderful  votes  were  accumulated  in 
the  last  referendum  would,  I  think,  warm  the  hearts  of  any  re- 
maining totalitarian  dictators  in  the  world  planning  the  next  plebi- 
scite. Every  rule  of  fair  play  in  the  game  was  violated  in  an  organi- 
zation whose  bylaws  say  this  is  supposed  to  be  a  democratically  run 
organization. 

The  very  fact  that  a  sale  to  Humana  was  being  planned  was  kept 
a  total  secret  until  the  day  that  the  plebiscite  began.  All  the  ses- 
sions related  to  the  review  of  alternative  plans,  which  have  been 
referred  to,  were  held  behind  closed  doors  without  any  opportunity 
for  member  input  outside  of  the  board  of  trustees  and  management 
itself.  The  information  needed  to  mount  any  significant  opposition 
to  the  plan  was  simply  not  available  until  the  ballots  were  already 
out. 

In  addition,  an  appropriation  of  $1  million  has  been  made  for  a 
so-called  restructuring  fund,  a  major  portion  of  which  was  devoted 
to  a  massive  promotional  campaign  of  a  totally  one-sided  nature. 

Now,  in  the  vote  approving  the  referendum,  Betty  Kane  and  two 
other  members  of  the  board  voted  against  it,  and  I  think  their 
votes  were  based  in  large  part  on  the  issue  of  member  rights.  The 
fact  that  the  members  had  not  been  informed;  the  fact  that  the  de- 
tails as  to  the  plan  had  not  been  spelled  out  in  a  way  which  would 
permit  an  intelligent  assessment  of  what  might  happen  if  Humana 
took  over. 

These  still  are  not  spelled  out  in  writing,  although  we  have  had 
very  glamorous  descriptions  of  an  oral  type  as  to  how  wonderful 
the  world  would  be.  I  hope  it  will  be  under  Humana  if  that  should 
transpire,  but  we  have  no  concrete  commitments  on  many  of  the 
most  critical  issues. 

As  a  rank-and-file  organization  we  are  particularly  concerned 
about  some  of  our  most  vulnerable  members,  those  who  pay  their 
own  premiums  and  those  who  are  members  of  small  groups.  As  was 
noted,  Mr.  Chairman,  in  your  statement,  there  are  about  8,000 
such  members  in  Group  Health,  many  of  them  already  older.  Many 
of  them  have  acquired  medical  conditions  and  they  are  very  fearful 
that — irrespective  of  the  oral  commitments  of  the  new  owners — 
their  future  coverage  may  be  jeopardized. 

For  one  thing,  companies  do  drop  nonprofltable  units,  and  this 
has  happened  with  hospitals  of  Humana  and  also  some  of  their 
other  plans.  What  protection  would  they  have  if  in  a  few  years 
time  a  decision  should  be  made  that  a  resale  prove  desirable? 

Second,  and  I  think  even  more  important  fundamentally,  is  that 
this  proposal  would  effectively  eliminate  any  meaningful  consumer 
voice  in  the  policies  of  our  health  plan.  We  have  found  that  this 
voice  has  stood  us  up  well  in  the  past.  It  has  assured  us  that  basic 
protections  we  needed  would  be  there  and  that  we  would  be  treated 
fairly.  We  are  very  concerned  that  we  can't  look  forward  to  that 
under  the  proposed  Humana  sale. 

We  feel  that  this  also  has  some  implications  for  national  policy. 
We  feel  that  no  matter  how  well-intentioned  any  governmental 
health  reform  plan  may  be,  it  cannot  get  into  the  kinds  of  issues 
which  consumers  on  a  day-to-day  basis  will  be  faced  with  in  rela- 
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tion  to  their  own  health  plan  administration,  and  that  retention  of 
a  meaningful  consumer  role  in  the  health  system  is  one  of  the  safe- 
guards which  can  protect  us  in  this  respect. 

Thank  you  very  much.  ^ 

[The  prepared  statement  of  Mr.  Wool  follows:] 
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Statement  of  Harold  Wool,  Chairman 

Group  Health  Member  Rights  Committee 

at  a  hearing  before  the 

Committee  on  the  District  of  Columbia 

U.S.  House  of  Representatives 

on  the  Proposed  Sale  of 

Group  Health  Association  to  Humana,  Inc. 

September  14,  1993 

Mr.  Chainnan  and  members  of  the  Committee: 

On  behalf  of  thousands  of  rank-and-file  members  of  Group  Health  Association,  I  want  to 
express  our  appreciation  to  your  Committee  for  holding  this  liearing  on  the  proposed  sale  of 
Group  Health  Association  to  Humana. 

In  doing  so,  Mr.  Chairman,  I  know  that  you  have  recognized  that  this  proposal  has  important 
implications  for  the  kind  of  health  care  that  may  be  available  to  substantial  numbers  of  residents 
of  the  Washington  Metropolitan  Area  and  also  for  related  trends  in  the  national  health  care 
industry. 

GHA:  A  Unique  Washington  Area  Institution 

Group  Health  Association  is  unique  in  several  respects: 

•  It  is  the  oldest  prepaid  health  plan  of  its  type  in  the  Washington  Metropolitan  Area  and 
probably  in  the  entire  nation.  Organized  in  1937  by  a  few  hundred  employees  of  one  small 
federal  agency,  it  soon  opened  its  enrollment  to  employees  of  all  federal  government  agencies 
and,  in  the  early  post- World  War  n  years,  to  all  residents  of  the  Washington  area.  Enrollments 
in  GHA  grew  rapidly  in  the  first  three  decades  after  world  War  II,  from  9,000  in  1946  to 
100,000  in  1975,  helped  by  enactment  of  the  Federal  Employees  Health  Benefit  plan  in  1959, 
as  well  as  by  GHA's  status  as  the  only  HMO  in  the  Washington  area  until  the  early  1970s. 
Enrollments  continued  to  grow  in  the  ensuing  15  years,  reaching  a  high  of  more  than  150,000 
in  1990  but  have  since  decreased  to  132,000. 

•  An  important  facet  of  GHA  is  the  diverse  economic  and  social  background  of  its  enrollees. 
Group  Health  includes  among  its  enrollees  substantial  proportions  of  lower-income  families,  as 
well  as  those  in  the  moderate  and  higher  income  brackets.  Based  on  a  member  survey  conducted 
in  November  1990,  about  one-fourth  of  GHA  families  had  an  income  of  less  than  $25,000,  about 
one-half  reported  incomes  between  $25,000  and  $55,000,  while  the  remaining  fourth  reported 
incomes  higher  than  $55,000.  Similarly,  while  one-third  had  an  educational  attainment  of  high 
school  graduation  or  less,  at  the  upper  end,  nearly  one-fourth  reported  one  or  more  years  of 
post-college  education.  Racially,  GHA  has  approximately  similar  proportions  of  blacks  or  other 
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minorities  and  of  white  enroUees.  In  short,  GHA's  members  in  many  ways  represent  the 
metropolitan  area  population  as  a  whole. 

•  Group  Health  Association  is  also  unique  in  the  Washington  area  in  that  it  was  created  as 
a  not-for-profit  membership  organization,  governed  by  a  member-elected  board  of  trustees.  And 
has  always  functioned  in  a  manner  similar  to  that  of  a  consumer  cooperative.  In  addition  to 
electing  the  board  of  trustees,  GHA  members  have  a  voice  in  major  policy  decisions  affecting 
their  health  care  through  membership  on  board  committees  and  advisory  councils,  and  by 
participating  in  general  membership  meetings.  •• 

•  Consumer  participation  has  had  a  significant  impact  on  GHA's  health  care  program  in 
many  ways.  In  recent  years,  consumer  members— working  with  staff— have  promoted  a  number 
of  significant  programs  including: 

-  broader  health  education  and  increased  preventive  care, 

-  improved  mental  health  services, 

-  improved  geriatric  services,  and 

~  initiation  of  hospice  care  for  the  terminally  ill. 

Consumer  members  were  also  responsible  for  establishment  of  a  Special  Assistance  Fund, 
financed  both  by  GHA  and  by  member  contributions,  to  help  meet  emergency  medical  needs  of 
members  for  items  not  included  in  the  GHA  benefit  package  but  which  the  member  could  not 
otherwise  afford.  GHA  appropriations  to  this  fund  have  averaged  over  $200,000  in  recent  years. 
We  know  of  no  other  private  health  plan  that  has  any  similar  fund. 

•  Although  many  younger,  recent  enrollees  regard  GHA  as  simply  their  health  insurance 
plan,  longer-term  enrollees  have  established  close  links  with  their  physicians  and  other  providers 
and— with  advancing  age— have  a  much  greater  feeling  of  dependence  on  GHA  as  an  institution. 
Among  these  older  members  are  substantial  numbers  who  are  individually  enrolled  or  are 
members  of  small  groups.  They  feel  particularly  threatened  by  an  ownership  change  that  might 
endanger  their  continued  coverage. 

•  Above  all,  as  a  member-governed  health  plan,  we  have  provided  consumers  with  a  basic 
assurance  that  they  will  all  be  treated  fairly  and  humanely  in  the  way  their  health  care  is 
administered,  even  at  some  cost  to  the  bottom  line.  Comprehensive  and  responsive  health  care 
has  not  just  been  another  business  for  GHA,  it  is  what  we  are  all  about.  In  any  restructuring  of 
the  Association,  as  well  as  of  our  national  health  care  system,  we  feel  strongly  that  this  priority 
must  be  preserved.  Consumer  participation  provides  an  essential  system  of  checks  and  balances 
that  can  assure  than  an  HMO  will  not  sacrifice  fairness  and  quality  care  to  the  expediencies  of 
profit.  The  proposal  before  us  would  eliminate  this  critical  ingredient. 
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Raising  the  Specter  of  Financial  Disaster 

Management  has  misstated  and  purposely  denigrated  the  fmancial  position  of  GHA  in  order 
to  scare  members  into  supporting  its  proposals  to  change  the  status  of  the  association  to  a  for- 
profit  organization  under  which  they  would  no  longer  have  a  significant  voice. 

It  has  ignored  the  substantial  improvement  in  the  working  capital  position  that  has  occurred 
since  1991.  It  has  grossly  overstated  the  need  for  outside  sources  of  funds  to  meet  essential 
requirements  by  ignoring  the  availability  of  internally  generated  funds  which  it  own  projections 
demonstrate  will  meet  all  of  these  requirements. 

It  has  painted  a  picture  of  threatened  intervention  by  insurance  regulators  despite  the  fact  that 
its  statutory  net  worth  is  almost  $11  million  greater  than  Virginia's  minimum  requirement  and 
$17  million  higher  than  Maryland's  requirement. 

And  it  has  failed  to  disclose  that  it  is  implementing  a  turn-around  plan,  under  which  it  has 
already  taken  steps  to  economize  so  as  to  assure  that  there  will  be  no  deterioration  of  its  finances 
in  1993.  Nor  has  it  disclosed  it  will  introduce  new  products  and  services  in  1994  that,  with  a 
more  competitive  rating  strategy,  will  permit  it  to  resume  membership  growth. 

The  forgoing  background  facts  are,  I  believe,  relevant  to  your  review  of  the  current 
GHA/Humana  sale  proposal  and  of  last  year's  attempt  to  convert  GHA  to  a  for-profit  stock 
company. 

The  "For-Profit"  Conversion  Proposal 

In  March  1992,  GHA  management  announced  through  the  press  that  the  Board  of  Trustees, 
after  some  six  months  of  closed-door  deliberations,  had  voted  to  immediately  undertake  the  legal 
steps  to  convert  GHA  ft'om  a  not-for-profit  membership  organization  to  a  for-profit  stock 
company,  whose  shares  would  be  initially  owned  by  management  employees  and  physicians,  in 
combination  with  unidentified  outside  investors,  and  a  new  not-for-profit  foundation  to  be  created 
for  undefmed  charitable  purposes.  This  action,  it  was  reported,  was  taken  on  the  advice  of 
consultants  of  the  investment  banking  firm  of  John  Nuveen  and  Company  as  a  means  of  raising 
an  estimated  $30  to  $50  million  of  additional  capital  over  the  next  five  years  for  such  purposes 
as  building  up  its  financial  reserves  and  investments  in  new  products  and  information  systems. 

In  initial  briefmgs  of  membership  groups,  GHA  of^cers  alleged  that  the  trustees  had  the 
authority  and  were  planning  to  proceed  with  this  fundamental  change  without  any  member 
approval.  As  a  direct  reaction  to  these  statements,  a  group  of  some  40  long-time  members, 
including  eight  former  trustees  and  other  community  leaders,  organized  the  Group  Health 
Member  Rights  Committee  in  April  of  1992.  Within  a  short  period,  huixlreds  of  additional 
supporters  joined  this  initial  group.  We  retained  counsel,  Matthew  S.  Watson,  who  made  it  clear 
to  Group  Health  trustees  that  under  the  District  of  Columbia  law  no  conversion  of  this  type 
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could  take  place  without  approval  of  two-thirds  of  the  members  at  a  meeting  called  for  this 
purpose.  [29  D.C.  Code,  §547.] 

One  immediate  result  was  that  the  Board  of  Trustees  was  compelled  to  schedule  not  one,  but 
two,  referenda  on  this  issue.  The  first,  held  in  July,  provided  for  amendments  of  GHA  bylaws 
to  allow  member  approval  of  conversion  or  sale  of  GHA  by  a  mail  ballot.  On  advice  of  counsel, 
the  Member  Rights  Committee  did  not  take  a  position  on  this  proposal  because  there  was 
substantial  doubt  as  to  it  legality.  The  second  referendum  in  September  would  have  given  the 
Board  of  Trustees  a  blanket  authority  to  dispose  of  assets  of  GHA  as  it  saw  fit. 

The  latter  proposal  was  vigorously  opposed  by  our  Committee  on  several  grounds: 

1 .  The  trustees  were  asking  for  a  "blank  check"  without  providing  any  specifics  about  who 
the  new  outside  owners  would  be,  how  member  health  benefits  or  coverage  would  be  affected, 
or  other  terms  of  the  sale. 

2.  Experience  in  similar  for-profit  takeovers,  particularly  in  California,  had  shown  that  insider 
groups,  such  as  management  and  doctors,  had  reaped  large  profits  while  members  had 
experienced  less  satisfactory  service. 

3.  Finally,  we  were  convinced  that,  despite  recent  enrollment  declines,  GHA's  financial 
condition  was  still  sound,  and  that  with  proper  leadership,  the  needed  management  improvements 
and  cost  reductions  to  improve  GHA's  competitive  position  could  be  accomplished  as  well  or 
better  while  remaining  a  member  association. 

In  undertaking  this  campaign  we  recognized  we  were  fighting  against  great  odds.  The  Board 
of  Trustees  had  reneged  on  earlier  commitments  to  include  statements  of  opposing  points  of  view 
in  its  mailings  to  the  members.  This  was  contrary  to  the  democratic  principles  to  which  GHA 
is  committed  and  its  traditional  practice  of  presenting  pro  and  con  positions  on  controversial 
proposals. 

Instead,  management  initiated  a  massive  one-sided  propaganda  barrage,  including  three  first- 
class  mailings,  two  Washington  Post  ads,  and  all  the  other  trappings  of  a  costly  political 
campaign.  With  our  limited  resources,  consisting  entirely  of  contributions  from  supporters,  the 
Member  Rights  Committee  was  compelled  to  rely  mainly  on  distribution  of  leaflets  to  those 
members  attending  GHA  clinics  during  the  referendum  period.  These  leaflets  were  distributed 
by  volunteers  standing  outside  the  clinic  buildings,  since  management  had  denied  them  access 
to  the  building  lobbies  or  waiting  rooms.  With  these  handicaps,  we  could  convey  our  message 
to  only  a  fraction  of  eligible  GHA  voters. 

Yet,  in  the  face  of  these  odds,  the  Member  Rights  Committee  succeeded  in  defeating  this 
referendum.  About  40%  of  those  voting  cast  a  "no"  ballot,  substantially  more  than  the  one-third 
vote  needed  to  defeat  the  proposal.  It  is  clear  that  with  a  level  playing  field  an  overwhelming 
majority  would  have  rejected  the  proposal. 
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The  Proposal  to  SeU  to  Hiunana 

After  the  failure  of  the  conversion  proposal,  the  Member  Rights  Committee  proposed  that 
there  be  discussions  with  interested  member  groups  on  how  to  proceed  in  the  common  goal  of 
maintaining  Group  Health  Association  as  a  viable,  thriving  part  of  the  health  care  system  in  the 
metropolitan  area.  Management  rejected  this  proposal  and  proceeded  behind  closed  doors  to 
consider  a  sale  proposal  while  completely  excluding  member  ii^ut. 

Without  seeking  any  other  advice,  management  again  called  upon  John  Nuveen  and  Company, 
which  previously  recommended  the  discredited  proposal.  Management  now  sought  to 
accomplish,  without  any  member  involvement,  its  goals  by  planning  to  selling  Group  Health 
Association  in  its  entirety  instead  of  retaining  its  independent  identity. 

Management  also  determined  that  it  would  gain  approval  at  any  cost.  First,  it  kept  its  plans 
secret  so  as  to  prevent  dissenting  views  from  any  member  or  group  of  members.  Second,  it 
planned  to  schedule  the  voting  during  the  middle  of  siunmer  which  would  be  the  most  difficult 
time  for  opponents  to  mount  a  campaign.  Third,  management  had  available  to  it  a  budget  of  $1 
million  of  funds  paid  by  members  for  their  health  care  that  it  could  use  to  frighten  members  into 
believing  that  they  would  lose  their  health  coverage  if  the  Humana  sale  proposal  was  not 
approved. 

Management  was  successful  in  keeping  its  plans  secret.  A  letter  of  intent  to  sell  Group  Health 
to  Humana  was  negotiated  without  knowledge  of  the  members.  No  notice  was  given  of  the 
negotiations  until  the  vote  was  scheduled  and  ballots  were  actually  in  the  mail  on  July  12.  Thus 
management  succeeded  in  presenting  its  own  views  to  the  members  before  any  member  who 
might  disagree  even  had  knowledge  of  the  proposal  or  a  chance  to  respond. 

It  is  clear  that  management  had  no  intent  to  make  a  fair  presentation  to  members.  The 
approval  of  the  proposal  by  the  board  of  trustees  was  not  unanimous.  Three  trustees,  all  elected 
earlier  this  year,  voted  against  approving  the  letter  of  intent.  The  dissenting  trustees  requested 
that  their  position  be  transmitted  to  members  along  with  the  official  information  statement.  This 
request,  upon  the  advice  of  management  and  its  counsel,  was  denied.  Members  were  thus 
intentionally  deprived  of  even  this  knowledge,  a  procedure  that  can  only  be  described  as  not 
meeting  any  minimum  standard  of  fairness. 

It  is  not  surprising  that  the  outcome  of  voting  favored  the  management  proposal.  The 
combination  of  secrecy  and  impediments  to  presentation  of  dissenting  views  was  quickly 
followed  by  a  systematic  telemarketing  campaign  urging  members  (ironically,  with  their  own 
money)  to  quickly  vote.  Within  two  weeks,  half  of  the  ballots  had  already  been  returned— before 
these  members  had  the  opportunity  to  hear  any  opposing  views. 

While  it  was  denying  dissident  trustees  the  opportunity  to  make  their  views  known  and 
obstructing  the  ability  of  the  Member  Rights  Committee  in  its  use  of  membership  mailing  lists 
to  communicate  wiUi  members  on  a  timely  basis,  GHA  management  was  simultaneously 
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bombarding  members  with  pro-sale  information.  No  less  than  four  mailings  were  made  to 
members  and  a  telemarketing  firm  was  retained  to  call  each  member  on  behalf  of  the 
management  proposal.  Particularly  upsetting  to  the  Member  Rights  Committee  is  that  GHA 
mixed  medicine  and  politics  by  pressuring  physicians  to  approve  GHA  mailings  of  letters  to  their 
patients  over  their  signamres  in  support  of  the  sell-out  proposal.  We  believe  this  to  be  a  violation 
of  medical  ethics. 

These  letters— prepared  by  management,  sent  on  GHA  letterhead,  and  mailed  at  members' 
expense— masqueraded  as  the  unsolicited  opinions  of  the  individual  physicians.  The  doctor- 
patient  relationship  should  not  be  abused  in  this  way.  More  troubling  is  that  the  letters  were 
signed  by  doctors  who  have  a  direct  personal  fmancial  interest  in  the  outcome  and  who  did  not 
disclose  that  interest.  Humana  has  promised  that,  if  the  sale  is  consimimated,  it  will  contract 
with  a  profit-making  corporation — owned  exclusively  by  the  physicians— to  provide  medical 
services  for  Group  Health.  This  direct  personal  interest  was  not  discussed,  nor  did  the 
information  statement  in  any  way  discuss  potential  conflicts  of  interest  on  the  part  of 
management  or  its  financial  consultants. 

It  is  worth  noting  that  for-profit  corporations  are  required  by  law  to  make  a  balanced 
statement  of  the  issues  placed  before  stockholders.  Surely  members  of  a  nonprofit  membership- 
owned  and  -governed  corporation  are  entitled  to  at  least  as  much. 

The  voting  in  this  election  can  only  be  described  as  rigged  and  no  fair-minded  person  can  be 
surprised  that  management  succeeded  in  its  campaign. 

Not  only  does  the  Member  Rights  Committee  believe  the  conduct  of  the  election  was 
unethical,  we  believe  it  violated  District  of  Columbia  law.  Suit  has  been  filed  in  District  of 
Columbia  court  to  invalidate  the  results  based  on  the  improprieties  discussed  here  today  and  on 
specific  violation  of  the  meeting  procedures  required  by  District  of  Columbia  law  for  any  such 
sale.  We  expect  to  be  successful  in  court.  (A  copy  of  the  Superior  Court  complaint  can  be 
provided  for  the  record  should  the  Committee  desire.) 

I  want  to  close  by  restating  our  belief  that  the  maintenance  of  an  informed  and  significant 
consumer  voice  is  an  important  ingredient  in  any  health-care  system.  Consumer  participation  can 
assure  that  human  needs  are  considered  to  at  least  the  same  degree  as  financial  needs.  And,  for 
these  same  reasons,  a  member-governed  plan  such  as  GHA  will  be  far  better  motivated  to  assist 
in  meeting  the  needs  of  the  many  hundreds  of  thousands  of  medically  uninsured  or  under-insured 
in  this  area,  as  is  being  contemplated  in  major  proprosals  now  imder  consideration. 

Again,  I  appreciate  this  opportunity  to  testify  to  this  committee  and  would  be  happy  to 
respond  to  any  questions  or  to  submit  additional  information  that  might  be  helpful  in  your 
consideration  of  what  we  believe  are  important  issues. 
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The  Chairman.  Thank  you.  The  Chair  must  say  that  he's  per- 
plexed about  the  whole  situation.  I  would  say  to  Ms.  Kane  and  Mr. 
Wool  that  I  have  a  hunch  that  you  all  are  paddling  upstream.  The 
captain  has  left  the  ship  along  with  the  crew  and  left  the  passen- 
gers. 

You  are  quite  right.  If  the  captain  tells  you  that  the  ship  is  going 
to  sink  and  then  he  opens  the  shuttlecocks  and  takes  lifeboats  and 
runs  away,  I  am  afraid  that  even  if  you  won  it  would  be  a  rather 
pyrrhic  victory.  I  just  don't  know. 

I  would  admit  that  with  the  campaign  that  was  run,  probably 
President  Clinton  would  like  to  get  a  hold  of  the  manager  so  he 
could  run  a  similar  campaign  for  his  own  health  care  plan,  which 
is  equally  as  vague  as  the  one  that  is  being  suggested  to  the  mem- 
bers. 

We  have  a  bunch  of  bumper  stickers  they  are  passing  out  al- 
ready for  the  President.  I  am  going  to  see  if  I  can  sell  some  of  them 
to  GHA  or  Humana.  They  are  interchangeable. 

So  I  don't  know  what  to  ask  you,  and  I  am  really  not  sure  what 
to  ask  Humana.  I  do  not  intend  to  make  this  a  referendum  on  their 
efficacy  or  ethics,  nor  the  present  management. 

There  are  some  concerns  that  come  to  mind  both  for  the  mem- 
bers of  GHA  and  also  about  how  this  whole  operation  might  work 
if  something  similar  to  what  the  President  proposes  comes  into 
being.  I  don't  suspect  that  it  is  the  province  of  the  District  Commit- 
tee to  get  between  you  and  the  regulation  of  the  District  of  Colum- 
bia. It  certainly  is  not  my  intention  to  do  that.  But  there  are  some 
things  that  we  might  learn  from  this. 

I  think  the  easiest  position  to  understand,  and  I  will  come  to 
some  direct  questions  in  a  moment,  is  Humana's.  I  can't  believe 
that  Humana  wants  to  buy  into  a  union  contract.  I  would  think 
they  would  avoid  that  like  the  AIDS  epidemic.  There  is  some  indi- 
cation that  they  don't  intend  to  deal  with  that  anymore. 

But  it  is  a  big  fish,  and  getting  an  HMO  started  is  an  expensive 
proposition.  So  what  value  they  are  acquiring  from  GHA  as  near  as 
I  can  tell  rests  solely  in  the  subscription  list,  in  the  beneficiaries.  It 
gives  them  a  book  of  business  from  which  to  get  a  foothold  in  a 
market,  and  I  see  nothing  illegitimate  or  unethical  or  immoral 
about  that.  It  might  be  that  the  GHA  community,  particularly 
those  with  preexisting  conditions,  may  have  some  problems  that 
the  District  might  want  to  deal  with  in  legislation  that  would  pro- 
hibit those  people  being  disenrolled. 

Humana  has  a  detailed  record  of  high  disenroUment  when  they 
come  into  a  community  and  take  over.  I  am  not  sure  I  have  any 
statistics  of  which  people  are  disenrolled  most  rapidly,  but  I  could 
guess.  So  that  could  be  a  problem. 

What  happens  to  the  group  of  physicians,  I  guess  I  am  less  con- 
cerned about,  although  they  may  be  perfectly  nice  people.  They  are 
easily  employable  at  salaries  far  higher  than  the  average  of  any- 
body in  this  community,  and  I  am  sure  that  if  they  are  good,  they 
will  find  homes  and  employment  in  a  meaningful  way.  So  I  don't 
know  that  there  is  any  public  interest  there.  But  I  guess  there  is 
some  concern. 
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Mr.  Pfotenhauer,  GHA  has  started  a  physician's  professional  cor- 
poration called  the  Mitchell  Trotman  Medical  something  PC;  is 
that  correct? 

Mr.  Pfotenhauer.  We  have  encouraged  physician  leadership  of 
the  organization  to  form  their  own  professional  corporation.  The 
board  has  been  supportive  of  that. 

The  Chairman.  How  long  ago  did  you  start  that? 

Mr.  Pfotenhauer.  That  corporation  was  incorporated  in  the 
Commonwealth  of  Virginia,  I  believe,  within  the  last  probably  3  to 
4  months.  It  was  not  incorporated  by  GHA.  It  is  a  separate 

The  Chairman.  Yes.  But  what  led  you  to  encourage  it  or  foment 
it?  Is  that  at  the  suggestion  of  Humana? 

Mr.  Pfotenhauer.  No.  It  really  is  part  and  parcel  of  the  analysis 
that  has  been  going  on  for  over  3  years.  There  was  a  high  level  of 
consensus  between  the  medical  leadership,  the  board  leadership 
and  management  that  the  current  structure  of  the  entity  in  which 
we  had  a  unionized  group  of  physicians  who  through  their  contract 
assumed  no  risk,  no  business  risk,  for  the  overall  entity,  in  the  long 
term  reflected  a  very  low  probability  of  success,  and  that  the  heart 
of  any  restructuring  for  future  success  was  the  requirement  that 
physicians  form  a  medical  group  and  contract  at  arm's  length  with 
the  entity. 

The  Chairman.  Did  you  have  in  the  concept  of  this  PC  a  risk 
contract  for  the  physicians? 

Mr.  Pfotenhauer.  That  they  would  share  in  the  risk  of  the  over- 
all entity. 

The  Chairman.  Was  there  a  20  percent  withhold?  What  kind  of  a 
risk  arrangement  did  you  have  with  them? 

Mr.  Pfotenhauer.  That  was  a  detail  that  went  far  beyond  the 
overall  conceptual  framework. 

The  Chairman.  So  there  is  no  existing  risk  contract  in  this  PC? 

Mr.  Pfotenhauer.  Not  at  the  present  time.  It  is  an  embryonic 
corporation. 

The  Chairman.  I  have  also  heard  that  you  are  asking  them,  the 
physicians,  for  a  $25,000  capital  contribution  to  join. 

Mr.  Pfotenhauer.  Mr.  Chairman,  to  clarify  again,  I  am  not 
asking  the  physicians  for  a  $25,000  contribution.  I  am  not  part  of 
that  corporation.  It  has  been  incorporated  by  Dr.  Donald  Mitchell 
and  Dr.  Charles  Trotman,  who  are  physicians  who  have  been  em- 
ployed by  Group  Health  in  the  past.  Their  intent  is  to  make  this 
vehicle  available  to  physicians  who  are  currently  employed  by 
Group  Health. 

Management  of  Group  Health  has  no  interest,  no  involvement  di- 
rectly with  the  PC  at  this  time. 

The  Chairman.  It  has  no  contract  with  them? 

Mr.  Pfotenhauer.  We  do  not  have  a  contract  with  them. 

The  Chairman.  Have  you  got  any  contact  with  them.  Dr.  Lank- 
ford? 

Dr.  Lankford.  Yes.  We  have  met  with  them  a  number  of  times 
to  discuss  the  issues  and  the  formation,  and  the  questions  they  may 
have. 

The  Chairman.  Have  you  suggested  various  kinds  of  risk  con- 
tracts that  you  would  want  them  to  enter  into? 
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Dr.  Lankford.  We  have  talked  to  them  preliminarily,  not  about 
number,  but  about  organization  and  the  number  of  physicians  that 
may  be  needed  given  the  enrollment,  and  access  issues,  where  we 
have  concerns  in  terms  of  access. 

The  Chairman.  Would  they  be  the  sole  providers  as  you  envision 
this  new  operation?  Would  you  contract  with  them  on  a  capitated 
basis? 

Dr.  Lankford.  We  don't  envision  that  they  will  be  the  only  pro- 
vider. 

The  Chairman.  Would  they  be  dealing  with  you  on  a  capitated 
basis? 

Dr.  Lankford.  We  will  be  providing  them  with  a  monthly  capita- 
tion rate. 

The  Chairman.  Would  there  be  any  risk-sharing  in  that? 

Dr.  Lankford.  We  have  limited  their  downside  risk  so  that  their 
downside  risk  is  minimal  but  allows  for  some  upside  potential. 

The  Chairman.  When  you  say  minimal,  20  percent  roughly? 

Dr.  Lankford.  The  final  numbers  haven't  been  finalized,  but  it 
will  be  small. 

The  Chairman.  Was  this  something  that  you  generated?  I  mean 
something  you  felt  you  wanted  to  move  into  and  for  continuity,  to 
keep  the  plan  operating  on  the  assumption  that  your  purchase  goes 
through?  Was  that  the  reason  for  this  PC  to  operate? 

Dr.  Lankford.  Well,  there  are  many  issues  that  the  physicians 
have  to  face  in  terms  of  getting  their  house  in  order,  and  it  is  our 
opinion  that  it  is  best  done  behind  closed  doors  by  those  physicians. 

We  will  provide  numbers,  expected  staffing  ratios,  and  standards 
for  access,  but  their  own  corporation  will  have  to  figure  out  how  to 
provide  those  to  the  degree  they  can.  When  they  show  us  that  they 
can't  do  that,  then  we  will  be  responsible  for  figuring  out  what  to 
do  to  make  sure  access  is  there. 

The  Chairman.  This  $25,000  capital  contribution,  is  that  in  play? 
Is  that  being  discussed  at  this  time? 

Dr.  Lankford.  That  is  not  part  of  Humana  or  GHA.  It  is  simply 
that  the  physicians  involved  think  it  makes  sense. 

The  Chairman.  If  this  is  not  competitive,  do  you  intend  to?  Don't 
you  have  a  Medicare  risk  contract?  I  am  not  even  sure  whether 
GHA  has  one  now. 

Mr.  Pfotenhauer.  We  have  a  cost  contract. 

The  Chairman.  Cost  contract.  What  do  you  intend.  Doctor?  Do 
you  know? 

Dr.  Lankford.  Well,  certainly  we  have  a  great  deal  of  Medicare 
risk  experience  throughout  the  country.  It  has  been  our  experience 
that  the  medical  system  and  the  health  plan  has  to  be  running 
smoothly,  have  capacity,  and  have  all  the  medical  delivery  side 
issues  under  control  before  the  introduction  of  anything  as  complex 
as  Medicare  risk.  We  would  certainly  love  to  see  that  happen  at 
some  time  in  the  future. 

The  Chairman.  Do  you  have  any  intention  to  bid  on  Medicaid 
contracts  with  the  District? 

Dr.  Lankford.  We  have  had  preliminary  discussions  with  indi- 
viduals in  Maryland  and  Virginia,  looking  at  possibilities,  and  we 
will  continue  those.  But  they  are  very  preliminary  at  this  point. 
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The  Chairman.  In  expanding  your  market,  would  it  be  Hu- 
mana's  intention  to  compensate  its  sales  agents  on  a  commission 
basis? 

Dr.  Lankford.  I  can't  speak  to  marketing.  It  is  really  an  area  I 
don't  manage,  so  I  will  have  to  defer. 

The  Chairman.  Could  you  find  the  answer  for  us? 

Dr.  Lankford.  Sure. 

[The  information  follows:] 
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P.O  Box  143* 

LouiBvills.  Kantucl<y 

Talophons  (OSVEtO  IB:* 

Reittk!  8.  Unidord.  lU). 

S*n»r  Vice  INeaSdent  of  M>di&«l  Aflaiia 


November  1, 1993 


The  Honorable  Pete  Stark 
United  States  House  of  BepresBotalives 
Committee  on  the  District  of  Columbia 
Room  1309  Longworth  House  Office  Building 
Washington.  IX!  20515 

Dear  Mr.  Chalmian: 

I  am  writing  to  follow  up  your  request  for  infomiation  regarding  Humana's  plans  for 
oompencating  eales  agerte  in  ths  Waeliington,  D.C.,  area. 

Before  Humana  decides  how  to  compensate  the  Medicare  sales  agents,  we  will 
survey  the  market  practices  of  competitors  to  establish  how  others  compensate 
salespersons.  Based  on  those  results,  a  decision  on  how  to  compensate  salespeople 
will  i>e  made.  In  order  to  avoid  any  poeeibility  of  unethical  ealss  practicee  by  Humana 
Medicare  sales  agents,  Humana  has  implemented  sales  policies  in  each  of  its  markets 
which  provicte  for  thorough  and  ongoing  training  and  monitoring  of  sales  agents. 

Once  agah,  Humana  is  excited  to  have  the  opportunity  to  work  together  with  GHA  to 
ensure  the  continued  provision  of  quafity  health  care  for  the  District  and  surrounding 
communities. 

Sincerdly, 


Ronald  S.  Lankford,  M.D. 
Senior  Vice  Presidont 
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The  Chairman.  You  might  know — the  Members  of  Congress 
didn't  know.  But  it  becomes  apparent  that  the  administration 
would  like  us  to  operate  through  alliances,  and  it  becomes  equally 
clear  that  whoever  is  a  successor  to  GHA  will  be  in  three  different 
alliances  and  have  three  different  premiums.  That  is  an  interesting 
phenomenon.  Your  members  will  have  to  belong  to  a  plan  through 
an  alliance  in  the  jurisdiction  in  which  they  live,  and  I  gather  you 
operate  in  Maryland,  Virginia  and  the  District. 

So  are  you  making  any  plans  to  divide  this  operation  into 
three — like  Caesar? 

Dr.  Lankford.  I  know  that  the  marketing  and  planning  areas  of 
the  health  plan  have  looked  at  this  in  detail,  and  since  the  final 
plan  is  still  not  out  and  in  cement,  I  believe  they  have  done  prelim- 
inary looking  at  it  but  don't  know  further  than  that. 

The  Chairman.  I  don't  know  whether  you  have  thought  about  it, 
either  Mr.  Pfotenhauer  or  you,  Dr.  Langford.  On  the  assumption 
that  if  Congress  were  to  pass  the  President's  proposal,  and  that  we 
were  to  contain  costs  by  setting  premiums  above  which  you  could 
not  charge,  how  would  you  adjust  your  operation?  Let's  say  the 
premium  were  set  lower  than  what  you  feel  you  had  to  charge. 
What  would  you  do?  You  are  giving  them  a  fixed  set  of  benefits. 
What  room  does  that  leave  for  you? 

Dr.  Lankford.  There  are  really  only  three  variables  in  the  busi- 
ness. If  it  is  a  staff  model  operation,  you  try  to  improve  efficiencies 
and  productivity.  On  the  purchase  of  service  side,  you  look  at  the 
rate  of  utilization  of  services  and  see  if  they  are  appropriate  and 
are  associated  with  some  positive  outcome.  Last,  the  cost  that  you 
pay  for  individual  items,  the  rates,  the  purchasing  agreements  that 
you  can  do. 

We  hope  to  be  able  to  work  with  GHA  to  allow  them  to  piggy- 
back on  some  of  our  purchasing  agreements  for  economies  of  scale 
and  to  help  them  any  way  we  can  on  those  issues. 

The  Chairman.  But  there  isn't  really  much  room,  is  there,  in 
modern  medicine?  The  physicians,  if  you  have  an  IPA  model,  will 
receive  a  fixed  fee,  which  will  be  set  by  some  yet-to-be-determined 
group.  If  you  are  in  a  staff  model,  that  is  up  to  you  to  set  it  by 
salary.  But  it  has  always  been  a  puzzlement  to  me,  where  we  are 
going  to  control  cost  by  limiting  the  revenue  we  give  you,  when 
your  option  really  isn't  to  reduce  services  not  necessarily  to  reduce 
the  standard  of  health  care  but  perhaps  have  longer  waiting  lines, 
perhaps  have  tougher  gate  keeping,  a  whole  host  of  things.  I  don't 
know  how  else  you  can  bargain. 

Mr.  Pfotenhauer,  how  would  you  do  it?  Let's  say  you  were  still 
running  GHA. 

Mr.  Pfotenhauer.  Well,  I  think  that  first  of  all  you  start  with 
the  assumption,  and  I  again  find  myself,  perhaps,  in  the  odd  posi- 
tion of  agreeing  with  some  of  Mr.  Brand's  earlier  testimony.  I 
think  I  start  with  the  assumption  that  the  fee-for-service  indemnity 
health  care  system  that  still  is  predominant  in  the  country  today 
has  a  gross  amount  of  waste  and  over  utilization  that  needs  to  be 
curtailed.  So  clearly  the  utilization  and  management  techniques 
that  have  been  discussed  here  briefly  this  morning  are  the  corner- 
stone of  quality  health  care  organizations  that  are  in  the  managed 
care  business. 
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I  think  under  health  reform,  the  reality  is  that  as  a  society  we 
will  undoubtedly  undergo  some  significant  changes  in  how  we 
value  health  care  professionals  and  at  what  income  levels  they 
should  be  compensated  in  the  future.  That  will  clearly  be  one  of 
the  outcomes. 

The  Chairman.  I  take  it  your  next  job  is  not  as  an  associate  of 
the  American  Medical  Association. 

Mr.  Pfotenhauer.  That  would  probably  be  a  safe  assumption. 

But  basically,  I  think  HMOs,  managed  care  entities  under  health 
reform  will  continue  the  quality  improvement  practices  that  they 
have  begun  to  utilize  over  the  last  several  years  to  try  to  make 
sure  that  there  is  continuity  of  care  as  well  as  appropriate  care, 
which  does  not  always  necessarily  mean  doing  another  test  or  an- 
other procedure.  So  I  think  significant  savings  can  come  from  that 
side  of  the  equation. 

The  Chairman.  I  want  to  go  back,  if  I  may,  with  Humana  on 
Medicaid,  and  Mr.  Pfotenhauer.  I  am  going  to  guess  that  in  the 
District  of  Columbia,  just  in  very  round  figures,  that  we  have 
600,000  people,  300,000  of  whom  are  insured,  probably  half  in  Medi- 
care, a  third  of  that  300,000— 100,000— in  Medicare,  and  200,000 
Federal-State  employees,  and  maybe  a  few  private. 

I  am  told  110,000  in  Medicaid,  80,000  in  Medicare,  and  private  of 
152,000,  uninsured  of  132,000  although  I  am  informed  that  the 
Medicaid  population  is  probably  another  40,000  out  there  who  qual- 
ify who  just  don't  get  the  paperwork  done. 

So  we  are  talking  about  240,000  or  250,000  people  either  in  a 
Medicaid  system  which  has  poor  access  to  a  large  degree  or  the  un- 
insured who  have  the  equally  poor  access  but  no  coverage. 

How  many  of  those  240,000  people  would  you  suspect  that 
Humana  would  have  the  capability,  after  investing  this  $40  mil- 
lion, to  bid  to  serve? 

Dr.  Lankford.  Well,  as  I  mentioned  before,  not  just  in  the  Mid- 
Atlantic,  but  we  are  working  in  Florida  to  become  involved  with 
their  Medicaid  project.  We  are  also  working  with  the  State  of 
Texas  on  their  project,  and  as  it  turns  out,  unfortunately,  each 
State  likes  to  reinvent  the  wheel  as  to  eligibility  and  reimburse- 
ment and  benefits. 

So  I  can  only  say  today  that  we  are  very  interested  in  the  three 
areas  out  here.  But  we  will  be  meeting  with  the  District  officials 
and  the  two  States'  officials  as  to  how  exactly  they  are  going  to  run 
their  program,  what  is  covered,  what  the  eligibility  issues  are  in- 
volved in  Medicaid,  and  make  our  decision  at  that  point. 

We  have  not  done  a  full  analysis,  as  far  as  I  know,  of  the  geogra- 
phy and  demographics  of  what  we  would  have  to  do  to  be  involved. 

The  Chairman.  What  would  you  guess?  You  are  buying  into 
what,  a  hundred  and  how  many  thousand  members,  Mr.  Pfoten- 
hauer? 

Mr.  Pfotenhauer.  One  hundred  thirty-two  thousand. 

The  Chairman.  A  hundred  thirty-two  thousand.  Have  you  got 
room  now  for  another  20,000-30,000  members? 

Dr.  Lankford.  We  could  add  with  the  current  facilities  a  few 
more  members.  A  number  of  our  centers  are  fairly  full,  but  there  is 
some  additional  capacity. 

The  Chairman.  Some  is  5,000;  10,000? 
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Dr.  Lankford.  Probably  in  the  20,000  to  25,000  range. 

The  Chairman.  Doctor,  we  have  had  previous  people  here.  I 
don't  mean  to  load  this  question.  Such  socially  conscious  companies 
as  Prudential  have  been  quite  straightforward  in  suggesting  that 
they  would  not  bid  on  a  contract  in  the  District  of  Columbia,  be- 
cause the  District  in  its  wisdom  has  a  rule  that  if  you  have  a  Med- 
icaid beneficiary  in  your  plan,  all  of  your  providers  must  be  accessi- 
ble to  that  Medicaid  beneficiary,  and  Pru  has  felt  that  many  of 
their  providers  would  not  like  that  and  therefore  they  chose  not  to 
bid. 

Would  that  trouble  Humana?  Do  you  normally  make  all  of  your 
providers  in  an  area  accessible  to  the  Medicaid  beneficiaries  in 
your  plan? 

Dr.  Lankford.  Well,  where  we  do  Medicare  and  commercial  all 
of  our  providers,  in  essence,  go  on  both  product  lines. 

The  Chairman.  Medicaid? 

Dr.  Lankford.  With  Medicaid,  as  I  just  mentioned,  we  are  just 
starting  into  those  projects  and  I  don't  know.  Obviously,  it  would 
be  less  of  a  problem  in  a  staff  model  than  it  would  if  you  had  500 
contracts  with  private  doctors.  But  again,  we  would  have  to  sit 
down  with  the  membership  and  the  physicians  and  see  where  we 
are. 

The  Chairman.  It  is  not  your  intention  to  run  a  staff  model  oper- 
ation here  in  the  District,  is  that  correct? 

Dr.  Lankford.  We  will  be  running  a  group  model  for  sure,  and 
we  will  augment  that  as  necessary  to  handle  different  products  and 
more  capacity. 

The  Chairman.  Just  let  me  ask  you  hypothetically,  both  of  you, 
as  experts  in  operating  group  plans  and  HMOs  and  preferred  pro- 
vider— let's  just  say  100,000  Medicaid  and  uninsured  for  a  variety 
of  reasons — if,  Mr.  Lankford,  you  are  not  familiar  with  the  demo- 
graphics I  am  sure  Mr.  Pfotenhauer  could  summarize  those  in  his 
answer. 

Would  you  go  in  and  could  you  go  in,  with  your  current  oper- 
ation, and  service  50,000  people  in  wards  7  and  8  and  provide  the 
same  level  of  facilities  and  the  same  premiums  that  you  might  pro- 
vide in  Chevy  Chase? 

Mr.  Pfotenhauer.  Well,  at  the  present  time  we  do  not  have  a 
facility  in  ward  7  or  8.  We  have  facilities 

The  Chairman.  Nor  does  anybody  else. 

Mr.  Pfotenhauer.  We  have  one,  though,  very  close  in  Marlowe 
Heights,  right  across  the  State  line.  We  have  a  number  of  members 
in  wards  7  and  8,  however.  Fifty  thousand  would  be  a  tremendous 
stretch,  in  a  short  period  of  time. 

The  Chairman.  You  have  about  a  couple  hundred  thousand  that 
we  have  to  find  a  home  for. 

Mr.  Pfotenhauer.  Right.  Correct. 

The  Chairman.  I  do  not  pick  that  50,000  out  of  the  air  just  to 
stagger  your  imagination.  I  am  serious  as  to  where  we  are  going  to 
find 

Mr.  Pfotenhauer.  I  think  it  is  a  serious  issue.  I  think  that  clear- 
ly theoretically,  the  issue  would  be  tied  to  how  quickly  Humana 
would  convert  the  plan  to  a  mixed  model  of  a  group  network 
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model,  how  many  additional  private  physicians  would  become  part 
of  that  network,  could  serve  large  portions  of  that  population. 

Fifty  thousand  would  be  a  real  stretch,  certainly,  with  the  cur- 
rent service  capacity  of  the  Group  Health  medical  centers. 

The  Chairman.  Yes.  In  your  study  you  showed  that  you  were 
going  to  grow  by  50,000  from  1993  to  1995.  Where  did  you  antici- 
pate you  were  going  to  sign  those  folks  up? 

Mr.  Pfotenhauer.  I  am  unclear  on  what  study  this  is. 

The  Chairman.  Group  Health  Association,  Incorporated,  Capital 
Needs,  and  you  have  average  participants  here  and  it  says:  1993, 
136,000;  1994,  145,000;  1995,  180,000.  With  a  little  windage  you 
could  squeeze  50,000.  You  could  say  you  were  trying  to  get  50,000 
more  people  in  there.  I  was  just  wondering  where  you  thought 
those  participants,  geographically  speaking,  might  come  from. 

Mr.  Pfotenhauer.  Mr.  Chairman,  perhaps  you  do  not  have  the 
backup  for  that  study.  It  assumed  that  we  would  be  developing  ad- 
ditional medical  center  sites  in  each  of  those  years  in  order  to 
handle  that  additional  growth,  and  that  was  a  good  portion  of  the 
capital  needs  was  to  develop  new  sites. 

The  Chairman.  Where  were  you  going  to  develop  those? 

Mr.  Pfotenhauer.  It  was  envisioned  that  we  needed  to  move  far- 
ther out,  outside  the  Beltway.  Clearly,  one  of  our  competitive  disad- 
vantages is  that  as  the  cost  of  houses  has  escalated  in  the  District 
of  Columbia,  a  large  number  of  younger  families  are  moving  far- 
ther out. 

We  have  really  only  one  facility  that  is  outside  the  Beltway  at 
the  present  time.  Our  facilities  within  the  District,  really,  are  four 
locations  in  the  west  end.  So  primarily  we  were  looking  at  expand- 
ing farther  into  the  suburbs. 

The  Chairman.  With  your  current  premiums,  do  you  have  a 
single  rate,  an  age  rate?  I  don't  know  how  you  charge  for  your  cur- 
rent plan. 

Mr.  Pfotenhauer.  We  use  community  rating  for  a  large  number 
of  groups.  For  the  largest  groups 

The  Chairman.  Give  me  an  average  individual  and  family  rate. 
Can  you? 

Mr.  Pfotenhauer.  At  the  present  time  the  premium  for  a  single 
is  probably  in  the  $160  range,  and  a  family  could  range  from  $325 
to  $380. 

The  Chairman.  Three  what? 

Mr.  Pfotenhauer.  $375  to  $400. 

The  Chairman.  So  $4,800  on  a  family  plan  and  $1,920  for  a 
single? 

Mr.  Pfotenhauer.   $160,  I  said. 

The  Chairman.  Per  year.  I  am  trying  to  do  this  by  12  with  my 
shoes  and  socks  on. 

Mr.  Pfotenhauer.  Okay. 

The  Chairman.  $2,000  to  $4,500,  around  in  that.  Okay. 

How  does  that  compare  with  your  rates  in  any  comparable 
market,  doctor? 

Dr.  Lankford.  Well,  you  have  to  look  at  comparable  markets 
really  by  the  cost-of-living  within  markets. 

The  Chairman.  Well,  then  give  me  your  high  and  your  low  in 
the  country. 
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Dr.  Lankford.  If  we  say  that  this  is  a  high  market  Hke  Miami, 
those  rates  are  sUghtly  higher  than  we  charge  in  Miami. 

The  Chairman.  Do  you  have  higher  rates  anyplace  in  the  coun- 
try than  those  for  singles? 

Dr.  Lankford.  These? 

The  Chairman.  Yes. 

Dr.  Lankford.  No,  not  that  I  am  aware  of. 

The  Chairman.  Significantly  lower  anywhere? 

Dr.  Lankford.  Well,  sure.  Chattanooga,  Tennessee. 

The  Chairman.  What  do  they  run  there? 

Dr.  Lankford.  Rural  areas  can  be  a  lot  less  expensive.  Just  like 
the  AAPCs,  you  can  have  much  lower  rates  in  different  places. 

The  Chairman.  Do  those  rates  seem  reasonable  to  you? 

Dr.  Lankford.  We  think  they  are  not  competitive  today.  We 
think  we  have  to  bring  those  rates  down  to  be  competitive. 

The  Chairman.  That  is  competitive,  I  gather,  to  group  purchas- 
ers. Is  it  fair  to  assume  that  individual  purchasers  are  not  as  rate 
sensitive  as  group? 

Dr.  Lankford.  I  don't  know.  Certainly  the  group  purchasers  are. 
Certainly  rates  that  high  lead  a  lot  to  why  we  have  had  rapid 
drops  in  enrollment. 

The  Chairman.  I  would  just  note  for  the  record  that  the  Chair 
has  several  other  questions  here  to  direct  to  Humana  which  deal 
with  the  Michael  Reese  operation  in  Chicago  and  the  recent 
charges  against  George  Atkins  and  others.  But  I  don't  know  as  that 
serves  any  useful  purpose  in  this  particular  dialogue.  I  don't  know 
what  I  would  learn  from  it. 

You  had  indicated,  Ms.  Kane — I  think  it  was  you,  or  perhaps  it 
was  Mr.  Wool — that  you  had  talked  about  trying  to  organize  again 
out  of  the  ashes,  to  see  whether  you  could  get  another  group  going. 
Is  that  something  that  either  or  both  of  you  are  still  considering? 

Ms.  Kane.  Let  me  clarify  it.  I  think  I  did  mention  that.  The  arti- 
cles of  incorporation  of  Group  Health  itself  require  that  upon  disso- 
lution of  the  organization  that  the  proceeds  or  the  net  assets  have 
to  be  given  toa  501(c)(3)  nonprofit  for  educational,  scientific,  or 
charitable  purposes.  Group  Health  is  a  501(c)(3)  organization. 

I  will  not  speak  for  the  board.  I  can  tell  you  that  it  is  a  fact  that 
the  board  is  following  a  process  to  decide  what  the  nature  and 
function  of  what  we  call  the  successor  nonprofit  will  be. 

The  Chairman.  How  much  money  do  you  think  will  be  left  on 
the  table  when  all  this  is  done?  Is  there  a  range?  I  remember  hear- 
ing that  discussed  in  the  past. 

Ms.  Kane.  Well,  I  can  tell  you  without  violating  any  confidence, 
I  believe,  what  the  numbers  were  that  were  presented  in  the  public 
information  given  to  the  members,  and  that  was — I  have  it  here — 
net  proceeds  of  the  sale,  the  cash  portion  of  the  purchase,  approxi- 
mately $26  million  to  $31  million  reduced  by  certain  liabilities  not 
assumed  by  Humana.  There  was  a  pension  liability  of  $12  million 
mentioned  in  this  information.  That  is  the  process  that  is  still  on- 
going. 

The  Chairman.  So  you  are  talking  in  the  neighborhood  of  $10- 
$12  million  that  would  be  available  as  a  charitable  residual? 

Ms.  Kane.  It  could  be. 
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The  Chairman.  Are  there  any  plans  for  the  use  of  those  funds  at 
this  point? 

Ms.  Kane.  Well,  there  is  a  working  group  of  the  board  which  I 
am  chairman  of  that  is  working  to,  first  of  all,  look  at  what  the 
IRS  rules  are,  and  the  other  provisions,  that  would  govern  some  of 
how  to  use  the  money.  We  have  started  a  consulting  process  with 
the  other  leadership  in  Group  Health  and  with  the  members  and 
with  the  larger  health  care  community  in  the  District  and  the 
region  to  gather  advice  on  what  the  most  appropriate  use  of  that 
money  would  be,  and  also  to  talk  with  experts  who  have  run  other 
foundations,  other  organizations,  as  to  what  the  practicalities  of 
that  are.  Until  the  sale  is  concluded  and  there  is  an  actual  dollar 
amount  that  we  are  working  with,  that  can  shape  in  many  ways 
what  this  organization  could  do. 

The  Chairman.  It  is  a  matter  of  indifference.  Dr.  Lankford,  to 
Humana  what  they  do  with  that? 

Dr.  Lankford.  No,  although  just  from  past  experiences,  these 
can  become  very  positive  community  organizations. 

The  Chairman.  One  would  hope  so,  yes.  But  I  mean  you  don't 
much  care.  That's  out  of  your  realm. 

Dr.  Lankford.  That  is  right. 

The  Chairman.  You  want  to  go  and  run  a  medical  plan.  Okay. 

Mr.  Pfotenhauer,  as  far  as  you  are  concerned,  that  becomes  a 
successor  corporation  or  board  to  the  existing  operation  of  a  medi- 
cal plan,  and  the  current  management  is  not 

Mr.  Pfotenhauer.  I  don't  see  myself  becoming  executive  director 
of  the  foundation.  I  am  not  sure  they  would  ask  me  to  serve  that 
role.  But  that's  never  been  part  of  my  career  aspirations. 

The  Chairman.  Well,  you  know,  there  is,  I  suppose,  a  silver 
lining  to  everything,  Mr.  Wool.  Ten  million  dollars,  give  or  take  a 
few,  is  not  chump  change. 

Mr.  Wool.  Mr.  Chairman,  may  I  say  something? 

The  Chairman.  Ms.  Kane,  did  you  want  to  elaborate  on  that  fur- 
ther? 

Ms.  Kane.  I  did  just  want  to  add,  speaking  again  as  an  individ- 
ual here,  that  I  certainly  don't  intend  for  this  foundation  or  what- 
ever successor  nonprofit  to  relieve  Humana  of  whatever  corporate 
responsibility  it  will  have  as  a  corporate  citizen  in  terms  of  charita- 
ble and  other  kinds  of  good  works  for  the  city. 

The  Chairman.  Speaking  of  that,  what  is  the  obligation  of 
Humana  in  this  operation  to  those  people  who  have  a  permanent 
preexisting  condition?  Let's  assume  that  among  your  membership 
you  have  diabetics  or  people  with  AIDS  or  people  with  chronic  hy- 
pertension and  there  is  not  any  other  insurance  company  that  is 
going  to  take  them. 

What  kinds  of  assurances  are  there  that  these  people  will  receive 
continued  coverage  and  care  at  a  reasonable  price? 

Dr.  Lankford.  Well,  remember  we  are  dealing  here  with  a  quali- 
fied HMO  and  underwriting  is  not  spelled  out  in  HMOs,  so  people 
that  are  enrolled  are  enrolled  when  they  come  into 

The  Chairman.  Now  don't  push  me  to  deal  with  Humana's  expe- 
rience in  changes  in  enrollment  after  you  have  acquired  other 
plans  that  has  been  documented  in  Florida  and  Chicago  and  other 
areas.  We  could  return  to  Mr.  Brand  and  others  who  understand 
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the  subtle  methods  in  which  enrollment  can  change  through  en- 
couragement, so  I  guess  I  would  want  to  put  that  more  in  the  af- 
firmative. 

What  kinds  of  plans  has  Humana  made  to  identify  those  mem- 
bers— or  Mr.  Pfotenhauer,  perhaps  you  can  quantify  it5— of  the  plan 
who  would  be  unable  to  find  insurance  in  the  current  market  for 
any  reason — convenience  of  location,  cost  of  the  premium,  et 
cetera — if  they  were  unable  or  it  was  almost  impractical,  if  not  im- 
possible, for  them  to  continue  in  the  new  plan?  Is  there  any  kind  of 
assurance  that 

Mr.  Pfotenhauer.  Mr.  Chairman,  I  am  glad  you  raised  that  be- 
cause that  really  is  at  the  heart  of  the  sale  proposition  from  the 
standpoint  of  the  elected  board  of  trustees.  When  the  board  began 
contemplating  sale  and  went  out  through  a  confidential  memoran- 
dum to  12  parties,  many  of  them  nonprofit,  not  all  for-profit,  it  was 
made  clear  that  a  deal  breaker  was  the  response  that  they  would 
make,  dealing  with  what  we  define  as  the  most  vulnerable  mem- 
bers; namely,  three  categories  as  it  evolved — direct  pay  members,  a 
number  of  them  in  their  40s  and  50s  who  have  paid,  written  a 
check  out  of  their  own  checkbook  for  a  number  of  years  and  are  in 
fact  now  diabetic,  a  number  of  them  with  chronic  conditions,  preex- 
isting conditions  that  if  they  were  dropped  after  sale  would  find  it 
very  difficult  to  be  picked  up  by  anyone. 

There  are  also,  I  believe,  about  200  groups  within  the  District, 
small  employers,  where  we  are  the  only  health  insurance  provider 
to  that  employer.  The  District,  unfortunately,  at  the  present  time 
from  a  public  policy  standpoint  has  no  conversion  option  for  indi- 
vidual employees.  If  the  employer,  the  barber  shops  or  the  beauty 
shops,  drops  the  insurance,  in  Maryland  and  Virginia  those  individ- 
uals could  roll  over  to  a  personal  plan.  They  would  pay  their  own 
premiums,  of  course,  but  they  would  have  the  right  to  coverage. 

The  Chairman.  What  about  the  COBRA  provisions?  That  I  think 
would  carry  them  for  18  months. 

Mr.  Pfotenhauer.  Eighteen  months.  But  beyond  that,  as  I  un- 
derstand it,  they  would  not  have  that  protection. 

Humana — it  is  part  of  the  definitive  sales  agreement,  and  it  cer- 
tainly was  in  the  letter  of  intent  that  was  discussed  in  detail  in  the 
information  statement — has  made  a  lifetime  commitment  to  the 
direct  pay  and  personal  plan  people.  As  long  as  people  pay  their 
premiums,  of  course,  they  will  have  continuous  coverage. 

The  people  in  the  small  groups  in  the  District  will  be  given,  I  be- 
lieve, the  conversion  option  that  is  currently  afforded  people  in  the 
State  of  Maryland.  So  that  becomes  a  very  critical  part  of  it. 

I  might  add  that  some  of  the  other  organizations  that  we  had  dis- 
cussions with  were,  frankly,  not  prepared  to  take  that  step  and  re- 
moved themselves  or  we  decided  that  it  was  not  appropriate  to  con- 
tinue the  discussion. 

The  Chairman.  That  is  reassuring.  I  am  pleased  to  hear  that  and 
you  are  to  be  commended. 

Let  me  just  as  an  aside  ask  Dr.  Lankford  and  Mr.  Pfotenhauer — I 
can't  resist,  having  these  experts  here;  I  just  can't  resist — Have 
either  of  you  or  are  either  of  you  aware  of  any  prospective  risk  ad- 
justment plan  to  which  you  would  stake  your  professional  careers 
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as  being  able  to  resolve  any  differences  in  risk  in  a  flat-rate  or 
community-rated  system?  Do  you  know  of  any? 

A  risk  adjustment  plan,  doctor,  would  be  one  where  you  are 
going  to  have  community  rating,  let's  say.  But  the  intention  is  that 
if  your  plan  for  some  reason  that  can  be  determined  through  statis- 
tical analysis  has  a  higher  risk,  you  will  adjust  that  risk. 

Now  that's  a  very  good  idea,  one  that  insurance  companies  would 
all  subscribe  to.  There  is  a  problem.  The  plan  doesn't  exist.  As  near 
as  we  know,  from  the  search  of  every  Ph.D  dissertation  in  the  last 
hundred  years,  and  in  any  prospective  sorts  of  things  you  could  do 
a  little  age  and  a  little  gender,  but  beyond  that  they  have  been 
unable  to  get  within  20  percent  of  it.  I  just  wondered  if  either  of 
you  have  heard  of  any  program  or  analysis  that  would  make  you 
feel  that  you  would  like  to  risk  your  own  operation. 

Dr.  Lankford.  I  am  not  aware  of  a  prospective  system  that  can 
do  that. 

The  Chairman.  Mr.  Pfotenhauer? 

Mr.  Pfotenhauer.  No,  not  even  close. 

The  Chairman.  Nor  am  I,  and  I  just  like  to  ask  the  experts  all 
the  time. 

'Ms.  Kane,  you  were  about  to  indicate — I  couldn't  tell  which  way 
you  were  nodding,  but  while  we  were  talking  about  this  assump- 
tion of  the  vulnerable  population;  is  that  something  you  are  com- 
fortable with  in  terms  of  the  agreement  as  a  board  member? 

Ms.  Kane.  Certainly  in  terms  of  my  own  personal  vote  on  the 
sale,  and  the  members  have  approved  the  sale,  the  board  will  vote 
on  it — that's  not  taking  a  vote,  obviously,  on  the  final  deal — it  is 
certainly  an  issue  that  I  will  want  to  look  at  the  words  on  and  how 
ironclad  the  guarantees,  and  it  is  certainly  a  major  criteria  for  me. 
Yes. 

The  Chairman.  Mr.  Wool,  what 

Mr.  Wool.  First  of  all,  I  would  like  to- 


The  Chairman.  Let  me  ask  you  this,  Mr.  Wool. 

Mr.  Wool.  Sure. 

The  Chairman.  Maybe  you  know  the  answer.  The  contention 
that  has  been  made  here  today  is  that  GHA  was  on  the  skids,  going 
down  the  chute,  without  Humana.  But  if  Humana  had  not  come 
along  on  their  white  horse,  how  would  you  as  trustees  have  guar- 
anteed these  at-risk  vulnerable  enrollees  continued  coverage?  What 
would  you  have  done? 

Mr.  Wool.  Well,  are  you  talking  about  if  Group  Health  continues 
without  a  sale? 

The  Chairman.  I  mean  here  we  are  hearing 

Mr.  Wool.  Sure. 

The  Chairman  [continuing]  that  the  company  or  the  group  was 
disintegrating,  and  that  is  a  matter  of  pride  for  the  trustees,  the 
executives,  I  am  sure,  the  members  with  long  associations,  with 
families,  and  physicians.  I  understand  there  is  an  institutional 
memory  here  that  doesn't  go  unrecognized. 

On  the  other  hand,  there  is  pretty  adequate  testimony  that  this 
is  not  financially  the  healthiest  group  in  the  world.  We  have  just 
heard  Humana  and  your  executives  say  their  principle  concern  was 
for  those  people  who  would  be  the  most  vulnerable  and  have  the 
toughest  time  getting  other  insurance,  and  I  am  happy  about  that. 
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Federal  employees — every  year  I  can  pick  from  a  variety  of 
plans,  so  I  am  covered.  Okay?  I  am  safe.  You  don't  have  to  worry 
about  me.  You  have  to  pay  for  my  insurance  through  your  taxes, 
but  you  don't  have  to  worry  about  me. 

Now,  what  would  you  have  done?  Do  you  feel  that  you  could 
have  continued,  as  the  trustees,  GHA  and  felt  secure  that  these 
vulnerables  who  without  this  guarantee — if  GHA  went  under, 
wouldn't  have  anybody  to  take  them?  Now  is  that  a  risk  you  were 
willing  to  assume  when  you  wanted  to  continue  the  operation? 

Mr.  Wool.  Well,  we  first  of  all,  feel  quite  strongly  that,  of  course, 
there  is  always  a  risk,  but  that  risk  has  been  grossly  overstated  by 
the  people  promoting  the  sale. 

Second,  I  want  to  emphasize  that  some  of  the  planning  concern- 
ing the  expenditure  of  funds,  assuming  the  sale  goes  through,  is 
premature.  We  do  have  a  suit  on  file  in  the  DC  Superior  Court 
challenging,  for  some  of  the  reasons  I  briefly  noted,  the  validity  of 
the  last  referendum. 

We  have  to  emphasize  that  the  financial  resources  of  Group 
Health  are  still  substantial.  The  value  of  Group  Health  includes, 
certainly,  its  132,000  contracts,  if  you  will,  but  also  includes  much 
more  than  that,  and  there  are  in  motion  plans  which  we  feel  very 
confident  with  proper,  motivated  leadership  will  turn  around  this 
organization.  Perhaps  not  only  permit  it  to  continue  as  an  individ- 
ual organization,  but  to  have  time  to  choose  alliances  under  the 
new  health  reform  system  which  may  be  even  more  compatible 
with  some  of  our  basic  values. 

So  I  think  that  is  a  direction  we  could  go.  I  can't  give  you  any 
forecast  of  what  would  happen  if  Group  Health  went  under  be- 
cause I  really  don't  know  the  extent  to  which  there  would  be  alter- 
native protections  available  under  the  laws  of  the  States  and  the 
District  of  Columbia. 

The  Chairman.  Mr.  Pfotenhauer,  can  you  tell  me — I  am  sure  it 
is  in  some  of  those  documents  somewhere — what  value  has  been  as- 
cribed to  the  subscription  list,  if  you  will?  Can  you  place  a  dollar 
value  or  have  you? 

Mr.  Pfotenhauer.  Off  the  top  of  my  head  I  would  have  to  do 
some  math  like  you  tried  a  few  minutes  ago,  Mr.  Chairman.  That 
clearly  is  a  very  substantial  portion  of  the  overall  assets.  There  are 
fixed  assets  that  do  have  value.  We  own  property  in  Marlowe 
Heights  in  Prince  George's  County. 

The  Chairman.  I  am  not  talking  about  those.  I  am  just  talking 
about  the  list. 

Mr.  Pfotenhauer.  Right. 

The  Chairman.  You  know,  like  you  buy  a  newspaper.  I  am  not 
talking  about  the  printing  presses,  I  am  just  talking  about  the  sub- 
scription list. 

Mr.  Pfotenhauer.  What  I  am  about  to  say  is  that  the  real  estate 
does  certainly  have  value,  but  I  think  from  a  business  standpoint, 
from  the  strategic  investment  that  Humana  clearly  is  making,  the 
substantial  value  is  tied  to  the  enrollee  contracts  as  well  as  a  very 
dedicated  work  force,  and  certainly  a  provider  group  that  is  the 
primary  reason  that  most  of  our  members  have  stuck  around  for 
10,  20  and  30  years,  because  of  their  physician  relationship. 

The  Chairman.  Doctor,  what  do  you  think  it  is  worth? 
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Dr.  Lankford.  Well,  I  am  not  the  finance  guy  so  I  am  probably 

not  well-versed  to  be  able  to 

The  Chairman.  Let  me  try  this. 

Dr.  Lankford.  It  is  more  difficult  in  a  staff  model  or- 


The  Chairman.  Yes.  Let  me  try  it  this  way,  though.  What's  the 
average  standard  or  traditional  compensation  plan  for  an  agent? 
Or  do  you  know  the  marketing  costs  of  Humana,  in  general?  What 
are  your  marketing  costs;  15  percent? 

Dr.  Lankford.  I  don't  do  marketing. 

The  Chairman.  Well,  but  you  are  an  executive.  Are  you  on  the 
board  of  Humana? 

Dr.  Lankford.  No. 

The  Chairman.  Oh,  you  are  not.  You  should  be.  [Laughter]. 

Absolutely.  You  have  the  demeanor  and  you  testify  well. 

It's  got  to  be  10  percent,  anyway? 

Dr.  Lankford.  Of  total  premium  for  marketing? 

The  Chairman.  What  do  you  pay  an  agent?  You  pay  a  little 
more  up  front  for  the  first  guy  you  get?  I  don't  know. 

Dr.  Lankford.  Three  percent  of  premium  may  go  to  the  market- 
ing department,  and  that  includes  staff  and  media. 

The  Chairman.  Yes.  Okay.  But  is  there  a  front-end  load  on  that? 
In  other  words,  you  get  a  new  member,  does  the  salesman — he  has 
to  get  more,  if  he  is  selling — get  a  $2,000  commission?  The  guy  has 
to  get  more  than  $60?  Huh?  For  a  salesman  that  really  goes  out 
and  hustles  for  that,  3  percent,  $60.  Right? 

Dr.  Lankford.  Maybe  higher  if  it  is  Medicare. 

The  Chairman.  Okay.  Well  that's  1,  2,  3,  12  19— that's  $7  million 
or  $8  million  bucks  right  there,  isn't  it? 

So  we  ought  to  be  able,  Mr.  Pfotenhauer,  and  Ms.  Kane — if  I  give 
you  132,000  enrollees,  and  let's  say  they  are  going  to  pay  $2,000,  so 
let's  see,  3  percent  of  $2,000  is  60  times  132,  that  is  almost  $8  mil- 
lion, not  counting  the  real  estate.  How  do  you  like  that? 

How  do  you  do  it,  Mr.  Pfotenhauer?  You  got  them  up  to  $8  mil- 
lion— I  mean  there  is  $8  million  clear,no  problems,  no  residuals. 

Mr.  Pfotenhauer.  I  think  the  overall  offer  of  $50  million,  of 
which  a  substantial  portion  is  cash 

The  Chairman.  Cash.  Yes. 

Mr.  Pfotenhauer  [continuing]  and  assumption  of  liabilities,  was 
clearly  a  fair  market  value  offer.  Some  might  suggest  it  was  even  a 
premium  offer  that  might  have  been  tied  to  their  interest. 

The  Chairman.  I  wouldn't  have  any  way  to  judge  it.  I  am  just 
trying  to  figure  out  what 

Mr.  Pfotenhauer.  But  clearly  for  the  transaction  to  be  complet- 
ed, I  think  an  important  point  to  emphasize  is  that  John  Nuveen  & 
Company,  which  served  as  the  financial  advisers  to  the  board,  will 
be  rendering  an  opinion,  a  fairness  opinion  on  the  transaction. 
That  becomes  a  very  critical  piece  of  completing  the  deal,  and  they 
are  prepared  to  render  that  fairness  opinion. 

The  Chairman.  Let  me  ask  you  this,  just  out  of  curiosity.  If  they 
are  wrong,  these  characters  who  are  going  to  give  you  this  opinion, 
have  they  got  any  of  their  own  money  on  the  table?  What  happens 
to  them  if  they  are  off  by 

Mr.  Pfotenhauer.  Well,  I  am  not  an  attorney,  Mr.  Chairman, 
but  my  understanding  is  that  given  the  trends  in  litigation  on  ac- 
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counting  firms  and  law  firms  rendering  opinions,  that  there  would 
be  some  substantial  liability  facing  John  Nuveen  if  they  were  chal- 
lenged on  this  in  court  and  found  to  be  rendering  an  opinion  that 
was  improper. 

The  Chairman.  Well,  I  will  bet  you  that  it  is  not. 

Mr.  Pfotenhauer.  Pardon? 

The  Chairman.  I  will  bet  you  it  doesn't  exist  or  they  wouldn't  be 
offering  it  in  a  private  area.  But  that  is  a  matter 

Mr.  Pfotenhauer.  Well,  there  are  two  points  to  it.  One  is  the 
actual  amount,  and  Nuveen  does  have  a  valuation  model  they 
apply  to  any  transaction.  The  other  very  salient  point  is  that  this 
was  done  at  arm's  length.  There  were  12  potential  bidders  who 
were  in  the  give  and  take.  This  was  not  offered  exclusively  to 
Humana. 

The  Chairman.  Oh,  I  thought  you  said  that  is  how  you  selected 
Nuveen. 

Mr.  Pfotenhauer.  They  were  selected  through  a  competitive  bid 
process. 

The  Chairman.  That  is  great.  Okay. 

Well,  if  anybody  has  any  final  remarks,  any  of  the  staff  have 
anything  they  would  like  to  add,  I  feel  about  as  well-informed  now 
as  I  did  earlier  this  morning.  But  I  am  somewhat  reassured,  I  must 
say,  by  Mr.  Pfotenhauer's  suggestion  that  the  people  with  whom 
the  government  should  be  most  concerned  will  be  looked  after. 

I  am  reassured,  Mr.  Wool,  that  you  and  Ms.  Kane  will  have  that 
$10  million  to  make  life  a  little  better  for  people  in  the  area.  I 
think  that  sounds  like  it  ought  to  do  all  right  for  the  community. 

Did  you  have  a  question?  If  you  do,  go  right  ahead. 

Counsel  for  the  minority  will  inquire. 

Mr.  Smith.  Just  one  question  for  Ms.  Kane  and  Mr.  Wool. 

The  Chairman.  Sure. 

Mr.  Smith.  There  does  still  seem  to  be  somewhat  of  a  difference 
of  opinion  about  the  financial  condition  of  GHA.  Was  there  any  in- 
dependent outside  consultant  hired  by  the  board  or  the  trustees  or 
the  membership  committee  or  anything  that  independently  looked 
at  the  financial  condition? 

Ms.  Kane.  Let  me  clarify.  I  came  on  the  board  in  June  of  this 
year.  I  was  selected  to  the  board  in  May  and  officially  became  a 
member  of  the  board  in  June,  and  the  board  had  already  had  on 
board  John  Nuveen  &  Company  that  was  advising  it  about  the 

Mr.  Smith.  That  was  about  the  sale,  though,  right? 

Ms.  Kane.  Well,  about  the  value.  The  value  of  the  organization 
and  the  attractiveness  of  it  to  potential  bidders,  et  cetera.  So  I 
really  came  on  board  a  train  that  was  90  percent  down  the  track 
already. 

Mr.  Smith.  But  was  there,  in  addition  to  that,  independent  out- 
side advisers? 

Ms.  Kane.  Not  that  I  am  aware  of. 

Mr.  Smith.  Mr.  Wool? 

Mr.  Wool.  We  did  recommend  that  we  call  in  somebody  to  do  an 
independent  financial  assessment.  This  was  about  a  year  and  a  half 
ago.  A  consultant  who  had  been  formerly  the  head  of  an  HMO  and 
was  then  in  the  consulting  business  was  recommended  to  us,  and 
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we  agreed  with  Mr.  Pfotenhauer — we  being  the  rights  committee — 
to  sponsor  his  assessment. 

He  ended  up  by  endorsing  the  for-profit  conversion  plan,  but  I 
must  admit  I  was  very  disappointed  in  his  process.  Before  he  even 
came  down  to  Washington,  I  think  he  had  prepared  his  briefing 
based  entirely  upon  information  provided  by  management.  So  I 
really,  in  retrospect,  feel  that  it  wasn't  a  completely  independent 
consultant. 

Mr.  Smith.  When  was  that? 

Mr.  Wool.  That  was  done  about  a  year  ago.  A  year — let's  see. 
Yes,  approximately  about  a  year  ago. 

Mr.  Smith.  The  consultant  himself  also,  after  looking  at  the  de- 
cline in  membership  and  looking  at  the  balance  sheet,  did  advise 
the  membership  committee  and  the  trustees  that  indeed  there  was 
a  problem  that  needed  to  be  addressed? 

Mr.  Wool.  Yes. 

Mr.  Smith.  Thank  you.  No  further  questions. 

The  Chairman.  I  want  to  thank  the  panel  very  much  for  their 
willingness  to  cooperate  and  be  forthcoming.  It  is  helpful. 

Our  final  panel  will  consist  of  two  witnesses.  Mr.  William  Brog- 
lie,  who  is  the  Director  of  the  Office  of  Prepaid  Health  Care  Oper- 
ations and  Oversight,  from  HCFA,  the  affectionate  name  for  the 
Health  Care  Financing  Administration;  and  Mr.  Robert  Willis,  who 
is  the  superintendent  of  insurance  for  the  District  of  Columbia. 

Hopefully,  our  panel  will  inform  us  about  which  authorities 
should  review  these  types  of  deals  and  what  the  focus  of  the  trium- 
virate of  the  District  of  Columbia,  Maryland  and  Virginia  insur- 
ance regulators  might  look  for,  the  extent  of  oversight  of  the  oper- 
ations of  HMOs,  and  what  they  might  suggest  to  us  both  for  the 
District  and  perhaps  for  Federal  legislation  to  ensure  that  in  the 
future  the  interests  of  the  beneficiaries  are  accommodated. 

Mr.  Broglie,  would  you  like  to  lead  off? 

PANEL  FOUR,  CONSISTING  OF  WILLIAM  BROGLIE,  DIRECTOR. 
OFFICE  OF  PREPAID  HEALTH  CARE  OPERATIONS  AND  OVER- 
SIGHT, HEALTH  CARE  FINANCING  ADMINISTRATION,  U.S.  DE- 
PARTMENT OF  HEALTH  AND  HUMAN  SERVICES;  AND  ROBERT 
M.  WILLIS,  SUPERINTENDENT  OF  INSURANCE,  DISTRICT  OF  CO- 
LUMBIA 

STATEMENT  OF  WILLIAM  BROGLIE 

Mr.  Broglie.  Yes.  Good  afternoon,  Mr.  Chairman.  As  Director  of 
the  Office  of  Prepaid  Health  Care  Operations  and  Oversight  in  the 
Health  Care  Financing  Administration,  our  office  has  responsibil- 
ity for  administration  and  oversight  of  the  Medicare  managed  care 
program  and  the  Federal  HMO  qualification  program. 

Under  the  Medicare  managed  care  program,  we  have  oversight 
responsibility  for  nearly  190  contracting  HMOs  and  managed  care 
plans.  We  are  charged  with  ensuring  that  organizations  initially 
meet  statutory  and  regulatory  requirements  for  contracting  with 
Medicare.  We  also  conduct  an  ongoing  monitoring  and  enforcement 
program  to  ensure  that  Medicare  contracting  plans  continue  to 
meet  performance  requirements. 
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Under  the  Federal  HMO  qualification  program,  we  make  initial 
determinations  that  managed  care  plans  seeking  Federal  qualifica- 
tion meet  statutory  and  regulatory  requirements.  However,  unlike 
our  role  in  the  Medicare  managed  care  program,  we  do  not  conduct 
an  ongoing  monitoring  program  for  federally  qualified  HMOs 
except  with  regard  to  physical  solvency  or  in  response  to  member 
complaints. 

There  are  approximately  420  federally  qualified  HMOs  encom- 
passing 35  million  enrollees. 

Group  Health  Association  was  granted  Federal  qualification  in 
July  1977.  They  also  signed  an  agreement  with  HCFA  in  1983  to 
serve  Medicare  beneficiaries  as  a  health  care  prepayment  plan  and, 
as  of  August  1993,  they  have  approximately  8,153  Medicare  benefi- 
ciaries as  members. 

We  initiated  an  investigation  of  GHA  in  September  1991,  because 
of  concerns  about  the  organization's  fiscal  soundness.  GHA  submit- 
ted a  corrective  action  plan  in  April  of  this  year,  and  that  correc- 
tive action  plan  was  approved  by  our  office.  We  have,  however,  con- 
tinued to  monitor  GHA's  progress  in  addressing  the  financial 
issues  which  led  to  the  initial  investigation. 

Our  typical  responsibility  when  there  is  a  merger  or  acquisition 
is  if  the  organization  that  emerges  from  that  acquisition  or  merger 
is  seeking  Federal  qualification.  We  go  in  and  do  an  initial  review 
to  make  sure  that  they  meet  the  HMO  qualification  requirements, 
such  as  having  an  adequate  health  services  delivery  network,  en- 
suring that  they  are  a  fiscally  sound  organization,  ensuring  that 
they  have  a  member  appeals  process  in  place  and  although  I  do  not 
know  the  details  of  the  acquisition  plan  that  is  contemplated  be- 
tween Humana  and  GHA,  that  is  what  I  would  expect  to  occur  in 
this  instance. 

That  concludes  my  testimony. 

STATEMENT  OF  ROBERT  M.  WILLIS 

Mr.  Willis.  Good  afternoon,  Mr.  Chairman.  My  name  is  Robert 
Willis.  I  am  insurance  superintendent  of  the  District  of  Columbia. 
Thanks  for  inviting  me  to  appear  before  you  today  and  to  discuss 
in  general  terms  the  insurance  regulatory  issues  surrounding  the 
proposed  acquisition  of  Group  Health  by  Humana. 

My  testimony  today  will  not  explore  any  specifics  of  the  proposed 
transaction  since  I  am  currently  engaged  in  the  process  of  begin- 
ning to  review  the  feasibility  of  this  transaction. 

I  would  also  like  to  address  how  I  see  the  role  of  insurance  regu- 
lation as  applied  to  health  maintenance  organizations  and  some  as- 
pects of  the  HMO  market  that  are  of  particular  concern  to  me  and, 
I  expect,  the  committee. 

Historically,  just  to  go  through  that  briefly,  in  1939  the  then  Su- 
perintendent Jordan  of  the  District  of  Columbia  sued  GHA,  argu- 
ing that  since  the  company  was  acting  like  an  insurance  company 
it  should  be  regulated  as  such.  GHA  argued  that  it  was  only  a  pro- 
vider of  health  services  and  that  it  was  an  organization  formed  for 
the  purpose  of  bringing  together  affordable  health  care  services 
under  one  umbrella  to  its  members. 


108 

Obviously,  Superintendent  Jordan  was  unsuccessful  in  persuad- 
ing the  court  that  GHA  was  an  insurance  company.  As  a  result,  a 
legal  precedent  was  established  in  the  District  causing  all  subse- 
quent superintendents  not  to  attempt  to  regulate  GHA  or  other 
HMOs  operating  in  the  District. 

Historically,  GHA  has  structured  itself  as  a  staff/ group  model 
HMO  and  appears  to  have  served  its  members  well.  However,  the 
viability  of  GHA  is  quite  different  today  in  a  fully  competitive  envi- 
ronment. Active  competition  now  exists  in  the  form  of  group 
models,  mixed  models,  and  in  independent  practice  models.  The 
mixed  and  independent  models  appear  to  be  fully  capable  of  under- 
cutting the  price  of  the  GHA  staff/ group  model  and  have  begun 
penetrating  the  GHA  market  and  attracting  a  large  number  of  its 
enrollees. 

Given  the  intensity  of  competition  within  the  District  HMO 
market,  GHA  has  had  to  make  some  very  difficult  choices.  As  I  un- 
derstand it,  the  choices  are  to  be  acquired  to  obtain  the  infusion  of 
needed  capital  from  other  sources  outside  GHA  or  to  reconfigure 
the  current  structure  so  that  GHA  can  compete  on  a  price  basis 
with  other  HMOs  without  adversely  affecting  its  financial  condi- 
tion or  quality  of  care. 

As  you  are  aware,  the  District  of  Columbia  does  not  currently 
have  a  statute  regulating  health  maintenance  organizations.  In 
order  to  close  this  regulatory  loophole,  I  formed  last  year  an  HMO 
working  group  to  assist  me  in  drafting  a  proposed  statute.  This  pro- 
posed statute  focuses  on  regulating  the  financial  condition  of 
HMOs  and  specifically  addresses  issues  such  as  acquisitions  and 
holding  company  ownership. 

In  general,  my  review  of  the  proposed  GHA  acquisition  will  focus 
primarily  on  the  financial  condition  of  the  surviving  entity,  which 
as  proposed  in  this  case  would  be  Humana.  As  in  the  case  with  any 
transaction  of  this  nature,  my  review  will  focus  heavily  on  after- 
acquisition  factors  such  as  rate  stability  over  a  period  of  time, 
maintaining  the  quality  of  coverage  that  currently  exist  today,  and 
the  impact  on  provider  networks. 

Quite  obviously,  some  adjustments  would  occur  to  meet  competi- 
tive and  profitability  objectives.  The  question  becomes  where  and 
how. 

As  I  see  it,  the  regulatory  process  would  also  require  what  I  will 
label  as  financial  due  diligence  to  ensure  the  acquiring  entity  can 
meet  the  obligations  assumed  under  the  transaction.  Also,  an  eval- 
uation would  be  made  of  the  acquiring  company's  management  ex- 
perience with  the  sought  after  business,  and  then  other  environ- 
mental considerations  such  as  the  regulatory  approvals,  which  in 
this  instance  would  require  an  acknowledgment,  if  not  absolute  ap- 
proval, by  regulators  in  both  Maryland  and  Virginia. 

In  my  opinion,  proper  regulation  must  candidly  assess  GHA's 
current  financial  condition  and  prospects  of  success  with  or  with- 
out the  proposed  transaction.  The  focus  must  be  the  adequate  pro- 
tection of  the  GHA  membership  in  assessing  strategies  to  guard 
against  the  potential  impacts  of  a  GHA  failure  on  the  provider 
community  throughout  the  Washington  Metropolitan  Area. 

Mr.  Chairman,  and  members  of  the  committee,  let  me  assure  you 
that  as  in  the  case  of  extending  regulatory  authority  over  the  Blue 
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Cross  and  Blue  Shield  of  the  National  Capital  area,  every  effort 
will  be  made  to  cause  GHA  to  become  financially  solvent  so  that  it 
can  remain  a  viable  HMO  within  the  Washington  market. 

With  this  committee's  indulgence,  I  respectfully  ask  that  we  be 
allowed  to  continue  similar  efforts  regarding  the  proposed  GHA  ac- 
quisition. 

Next,  Mr.  Chairman,  I'd  like  to  address  the  experiences  HMOs 
have  had  with  regard  to  the  traditionally  underserved  populations. 
I  fully  agree  that  HMO  services  to  underserved  populations  need  to 
be  given  strong  consideration  when  we  discuss  how  to  reform  our 
health  care  delivery  systems. 

Traditionally,  health  care  delivery  to  the  underserved  population 
has  been  relegated  to  Federal  and  State  funded  public  health  clin- 
ics, emergency  rooms,  and  to  Hill-Burton  types  of  coverage.  The 
Federal  Government,  in  recognizing  the  reluctance  of  traditional 
HMOs  to  enroll  the  underserved  population,  authorized  the  estab- 
lishment of  public  health  care  clinics  and  granted  to  the  Depart- 
ment of  Health  and  Human  Services  the  authority  to  regulate  and 
manage  them.  Within  the  District  of  Columbia  three  such  clinics 
were  established.  Today  all  three  have  combined  to  form  one  large 
clinic  network  that  services  all  of  Washington,  DC. 

The  mandate  imposed  on  these  clinics  was  that  they  were  re- 
quired to  be  established  in  special  impact  areas  where  the  under- 
served  resided  and  to  provide  primary  and  preventive  care  services 
on  a  sliding  fee  basis. 

Although  many  of  the  clinics  established  themselves  pursuant  to 
these  Federal  guidelines,  they  were  generally  unsuccessful  in  incor- 
porating an  appropriate  mix  consisting  of  members  who  paid  at  the 
upper  end  of  the  sliding  scale  as  well  as  those  members  paying  at 
the  subsidized  rate.  They  simply  lacked  the  ability  to  adequately 
subsidize  members  paying  at  a  reduced  rate. 

The  experience  of  these  federally  sponsored  public  health  clinics 
give  some  clues  as  to  why  traditional  HMOs  have  been  reluctant  to 
cover  the  underserved  population. 

The  traditional  HMOs  were  unwilling  to  increase  enrollment  fees 
enough  to  subsidize  the  capitated  reimbursement  rate  paid  on 
behalf  of  the  underserved  population.  Moreover,  I  believe  HMOs 
fear  the  loss  of  a  competitive  price  advantage  over  traditional 
health  insurance  products. 

The  questions  an  HMO  had  to  ask  was  how  much  more  could  be 
charged  to  regiilar  enrollees  to  adequately  subsidize  the  capitated 
payments  received  on  behalf  of  the  underserved  population?  More- 
over, what  percentage  of  the  patient  population  mix  consisting  of 
capitated  patients  could  be  absorbed  without  being  forced  into  in- 
solvency. 

As  is  evident  by  the  HMO  experience  and  response  to  these  ques- 
tions, an  ever-increasing  number  of  the  underserved  population 
have  been  forced  to  seek  treatment  in  emergency  rooms  for  all 
levels  of  care  or  to  go  without  treatment  altogether. 

Certainly,  in  today's  health  care  environment,  there  are  few 
HMOs  that  are  willing  to  enroll  Medicaid  members.  In  the  District 
of  Columbia  one  HMO  services  the  entire  Medicaid  population. 

The  Chairman.  Which  one  is  that? 

Mr.  Willis.  That  is  the  Chartered  Health  Plan. 
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The  Chairman.  They  have  what,  15,000? 

Mr.  Willis.  That  is  approximately  correct,  yes. 

More  recently,  some  HMOs  appear  to  have  been  structuring 
themselves  to  exclusively  target  Medicaid  and  Medicare  markets. 
These  HMOs  believe  they  can  be  successful  and  remain  solvent  by 
more  stringently  managing  health  care  and  by  encouraging  govern- 
ment to  increase  the  rates  of  reimbursement.  Some  jurisdictions 
are  moving  toward  reimbursing  HMOs  at  a  capitated  rate  of  95 
percent  of  UCR  rather  than  the  traditional  50  to  60  percent. 

Mr.  Chairman,  I  want  to  again  reiterate  that  as  an  insurance 
regulator  my  primary  concern  is  the  financial  condition  and 
market  conduct  of  HMOs.  The  HMO  structure  imposes  a  risk  of 
loss  onto  the  public  which  is  dramatically  different  than  the  risk  of 
loss  imposed  by  legal  reserve  insurance  companies. 

Admittedly,  we  don't  frequently  read  about  health  plans  going 
out  of  business.  However,  when  we  do  it  becomes  painfully  clear 
that  the  impact  is  severe.  The  severity  is  caused  primarily  by  a 
shortage  of  reserves.  In  general,  HMOs  are  only  required  to  post  a 
90-day  reserve  even  though  the  promise  made  to  the  public  is  for 
more  than  1  year. 

Since  it  appears  that  the  future  of  health  care  delivery  in  Amer- 
ica is  about  to  undergo  a  significant  change,  there  will  clearly  be 
the  need  to  regulate  the  financial  condition  and  market  conduct  of 
the  resulting  purchasing  cooperatives,  alliances,  accountable  health 
plans,  et  cetera. 

If  we  move  toward  a  system  which  does  not  adequately  protect 
against  the  risk  of  loss  via  the  posting  of  statutory  reserves  by 
HMOs  to  cover  the  full  extent  of  the  promises  that  they  make,  we 
will  have  created  a  system  requiring  even  more  regulation  of 
HMOs  in  order  to  monitor  their  financial  condition  and  likelihood 
of  insolvencies. 

That  concludes  my  testimony.  I  am  available  to  answer  any  ques- 
tions you  may  have. 

[The  prepared  statement  of  Mr.  Willis  follows:] 
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STATEMEKT  OF 
ROBERT  M.  WILUS,  DISTRICT  OF  COLUMBIA  COMMISSIONER 

ON 
PROPOSED  SALE  OF  GROUP  HEALTH  ASSOOATION  TO  HUMANA 

SEPTEMBER  14, 1993 

GOOD  MORNING  CHAIRMAN  STARK  AND  MEMBERS  OF  THE  COMMITTEE 
ON  THE  DISTRICT  OF  COLUMBIA.  MY  NAME  IS  ROBERT  M  WILLIS  AND  I  AM 
THE  COMMISSIONER  OF  INSURANCE  FOR  THE  DISTRICT  OF  COLUMBIA. 
THANK  YOU  FOR  INVITING  ME  TO  APPEAR  BEFORE  YOU  TO  DISCUSS,  IN 
GENERAL,  THE  INSURANCE  REGULATORY  ISSUES  SURROUNDING  THE 
PROPOSED  ACQUISITION  OF  GROUP  HEALTH  ASSOCIATION,  INC.  ("GHA"), 
A  DISTRICT  OF  COLUMBIA  NON-PROFIT  CORPORATION,  BY  HUMANA,  INC. 
("HUMANA"),  A  FOR-PROFIT  CORPORATION.  MY  TESTIMONY  TODAY  WILL 
NOT  EXPLORE  ANY  SPECIFICS  OF  THE  PROPOSED  ACQUISITION  SINCE  I 
AM  CURRENTLY  ENGAGED  IN  THE  PROCESS  OF  BEGINNING  TO  REVIEW 
THE  FEASIBILITY  OF  THIS  TRANSACTION. 

I  WOULD  ALSO  LIKE  TO  ADDRESS  HOW  I  SEE  THE  ROLE  OF  INSURANCE 
REGULATION  AS  APPLIED  TO  HEALTH  MAINTENANCE  ORGANIZATIONS 
(HMOS)  AND  SOME  ASPECTS  OF  THE  HMO  MARKET  OF  PARTICULAR 
CONCERN  TO  ME,  AND  I  EXPECT  THE  COMMITTEE. 

IN  1939  SUPERINTENDENT  JORDAN,  THE  THEN  SUPERINTENDENT  OF 
INSURANCE  FOR  THE  DISTRICT  OF  COLUMBIA,  SUED  GHA  ARGUING  THAT 
SINCE  THE  COMPANY  WAS  ACTING  LIKE  AN  INSURANCE  COMPANY  IT 
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SHOULD  BE  REGULATED  AS  SUCH.  GHA  ARGUED  THAT  IT  WAS  ONLY  A 
PROVIDER  OF  HEALTH  CARE  SERVICES  AND  THAT  IT  WAS  AN 
ORGANIZATION  FORMED  FOR  THE  PURPOSE  OF  BRINGING  TOGETHER 
AFFORDABLE  HEALTH  CARE  SERVICES  UNDER  ONE  UMBRELLA  TO  ITS 
MEMBERS. 

QUITE  OBVIOUSLY,  SUPERINTENDENT  JORDAN  WAS  UNSUCCESSFUL  IN 
PERSUADING  THE  COURT  THAT  GHA  WAS  AN  INSURANCE  COMPANY.  AS 
A  RESULT,  A  LEGAL  PRECEDENCE  WAS  ESTABUSHED  IN  THE  DISTRICT 
CAUSING  ALL  SUBSEQUENT  SUPERINTENDENTS  NOT  TO  ATTEMPT  TO 
REGULATE  GHA  OR  ANY  OTHER  HMO  OPERATING  IN  THE  DISTRICT  OF 
COLUMBIA. 

BASED  ON  MY  UNDERSTANDING  OF  THE  GHA  ORGANIZATION, 
STRUCTURALLY,  LITTLE  HAS  CHANGED  SINCE  ITS  INCEPTION.  GHA 
ESTABLISHED  ITSELF  AS  A  CONDUIT  FOR  HEALTH  CARE  DELIVERY  TO 
TAKE  ADVANTAGE  OF  ECONOMIES  OF  SCALE  AT  A  TIME  WHEN  THIS  IDEA 
WAS  NEW  AN  INNOVATIVE.  HISTORICALLY,  GHA  STRUCTURED  ITSELF  AS 
A  STAFF  GROUP  MODEL  HMO  AND  APPEARS  TO  HAVE  SERVED  ITS 
MEMBERS  WELL.  HOWEVER,  THE  VIABILITY  OF  GHA  IS  QUITE  DIFFERENT 
TODAY  IN  A  FULLY  COMPETITIVE  MARKETPLACE.  ACTIVE  COMPETITION 
NOW  EXISTS  IN  THE  FORM  OF  GROUP  MODELS,  MIXED  MODELS  AND 
INDEPENDENT  PRACTICE  MODELS.  THE  MIXED  AND  INDEPENDENT 
MODELS  APPEAR  TO  BE  FULLY  CAPABLE  OF  UNDERCUTTING  THE  PRICE 
OF  THE  GHA  STAFF  GROUP  MODEL  AND  HAVE  BEGUN  PENETRATING  THE 
GHA  MARKET  AND  ATTRACTING  A  LARGE  NUMBER  OF  ITS  ENROLLEES. 
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GIVEN  THE  INTENSITY  OF  COMPETITION  WITHIN  THE  DISTRICT'S  HMO 
MARKET,  GHA  HAS  HAD  TO  MAKE  SOME  VERY  DIFRCULT  CHOICES. 
ALTHOUGH  A  MINORITY  OF  ITS  MEMBERSHIP  OPPOSES  THE  PROPOSED 
ACQUISITION,  AS  I  UNDERSTAND  IT,  THE  CHOICES  ARE  TO  BE  ACQUIRED, 
OBTAIN  THE  INFUSION  OF  NEEDED  CAPITAL  FROM  OTHER  OUTSIDE 
SOURCES  OR  RECONRGURE  THE  CURRENT  STRUCTURE  SO  THAT  GHA 
CAN  COMPETE  ON  A  PRICE  BASIS  WITH  OTHER  HMOS  WITHOUT 
ADVERSELY  EFFECTING  ITS  FINANCIAL  CONDITION  OR  THE  QUAUTY  OF 
CARE  IT  PROVIDES. 

REGARDING  THE  RNANCIAL  IMPACT  OF  THIS  COMPETITION,  I  THINK  IT  IS 
FAIR  TO  SAY  THAT  THE  WARNING  LIGHTS  HAVE  BEEN  FLASHING  FOR  A 
FEW  YEARS.  GHA  APPEARS  TO  HAVE  SAILED  INTO  SHALLOW  WATERS 
AND  NOW  THE  QUESTION  IS  WHETHER  IT  CAN,  ON  ITS  OWN,  STEER  ITSELF 
BACK  INTO  A  FINANCIALLY  SAFE  HABOR  OR  OBTAIN  THE  HELP  OF  A 
RNANCIAL  SUITOR. 

AS  YOU  ARE  AWARE,  THE  DISTRICT  OF  COLUMBIA  DOES  NOT  CURRENTLY 
HAVE  A  STATUTE  REGULATING  HMOS.  IN  ORDER  TO  CLOSE  THIS 
REGULATORY  LOOP  HOLE  I  FORMED  AN  HMO  WORKING  GROUP  OVER  A 
YEAR  AGO  TO  ASSIST  ME  IN  DRAFTING  A  PROPOSED  STATUTE.  I  WILL 
FORWARD  THIS  PROPOSAL  TO  THE  OFFICE  OF  CORPORATION  COUNSEL 
FOR  REVIEW  SHORTLY.  THIS  PROPOSED  STATUTE  FOCUSES  ON 
REGULATING  THE  RNANCIAL  CONDITION  OF  HMOS  AND  SPECIFICALLY 
ADDRESSES  ISSUES  SUCH  AS  ACQUISITIONS  AND  HOLDING  COMPANY 
OWNERSHIP. 
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IN  GENERAL,  MY  REVIEW  OF  THE  PROPOSED  GHA  ACQUISITION  WILL 
FOCUS  PRIMARILY  ON  THE  RNANCIAL  CONDITION  OF  THE  SURVIVING 
HUMANA  ENTITY.  I  WANT  TO  BE  REASONABLY  ASSURED  THAT  THE 
SURVIVING  ORGANIZATION  WILL  HAVE  THE  HNANCIAL  CAPACITY  TO 
CONTINUE  DELIVERING  HEALTH  CARE  SERVICES  TO  DISTRICT  AND 
WASHINGTON  METROPOLITAN  ENROLLEES  AT  A  LEVEL  OUR  PUBUCS 
HAVE  BECOME  ACCUSTOMED  TO  RECEIVING. 

AS  IN  THE  CASE  WITH  ANY  TRANSACTION  OF  THIS  NATURE,  MY  REVIEW 
WILL  FOCUS  HEAVILY  ON  AFTER  ACQUISITION  FACTORS,  SUCH  AS  RATE 
STABILITY,  MAINTAINING  THE  QUALITY  OF  COVERAGES  AND  THE  IMPACTS 
ON  PROVIDER  NETWORKS.  QUITE  OBVIOUSLY,  SOME  ADJUSTMENTS 
WOULD  OCCUR  TO  MEET  COMPETITIVE  AND  PROFTTABIUTY  OBJECTIVES. 
THE  QUESTION  BECOMES  WHERE  AND  HOW. 

AS  I  SEE  IT,  THE  REGULATORY  PROCESS  WOULD  ALSO  REQUIRE 
RNANaAL  DUE  DiUGENCE  TO  ENSURE  THE  ACQUIRING  EhTTITY  CAN  MEET 
THE  OBUGATIONS  ASSUMED  UNDER  THE  TRANSACTION,  AN  EVALUATION 
OF  THE  ACQUIRING  COMPANY'S  MANAGEMENT  EXPERIENCE  WITH  THE 
SOUGHT  AFTER  LINE  OF  BUSINESS  AND  OTHER  ENVIRONMENTAL 
CONSIDERATIONS,  SUCH  AS  THE  REGULATORY  APPROVALS  OF  THE 
MARYLAND  AND  VIRGINIA  INSURANCE  REGULATORS. 

IN  MY  OPINION,  PROPER  REGULATION  MUST  CANDIDLY  ASSESS  GHA'S 
CURRENT  FINANCIAL  STATUS  AND  PROSPECTS  OF  SUCCESS  WITH  OR 
WITHOUT  THE  PROPOSED  TRANSACTION.  THE  FOCUS  MUST  BE  THE 
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ADEQUATE   PROTECTION   OF  THE   GHA    MEMBERSHIP   AND   ASSESSING 
STRATEGIES  TO  GUARD  AGAINST  THE  POTENTIAL  IMPACTS  OF  A  GHA 
FAILURE      ON      THE      PROVIDER      COMMUNITY      THROUGHOUT      THE 
WASHINGTON  METROPOLITAN  AREA. 

MR.  CHAIRMAN  AND  MEMBERS  OF  THE  COMMITTEE  LET  ME  ASSURE  YOU 
THAT,  AS  IN  THE  CASE  OF  EXTENDING  REGULATORY  AUTHORITY  OVER 
BLUE  CROSS  AND  BLUE  SHIELD  OF  THE  NATIONAL  CAPITAL  AREA,  EVERY 
EFFORT  WILL  BE  MADE  TO  CAUSE  GHA  TO  BECOME  RNANaALLY 
SOLVENT  SO  IT  CAN  REMAIN  A  VIABLE  HMO  WITHIN  THE  WASHINGTON 
METROPOLITAN  AREA.  AS  YOU  KNOW,  UNTIL  RECENTLY,  THE  DISTRICT 
LACKED  THE  AUTHORITY  TO  REGULATE  BLUE  CROSS  AND  BLUE  SHIELD. 
WHEN  THIS  POINT  WAS  MADE  KNOWN  TO  SENATOR  NUNN  AND  THE 
PERMANENT  SUBCOMMITTEE  ON  INVESTIGATIONS,  THAT  COMMRTEE 
INITIATED  EFFORTS  TO  PROVIDE  THE  DISTRICT  AUTHORITY  TO 
ADEQUATELY  REGULATE  THIS  ENTITY.  THANKS  TO  THAT  COMMITTEE'S 
EFFORTS  AND  THIS  COMMITTEE'S  STEWARDSHIP  AND  SUPPORT,  WE  NOW 
HAVE  THE  AUTHORITY  TO  FULLY  REGULATE  THE  BLUE  CROSS  AND  BLUE 
SHIELD  OF  THE  NATIONAL  CAPITAL  AREA  PLAN.  WITH  THE  ASSISTANCE 
OF  NEW  MANAGEMENT,  WE  HAVE  BEGUN  THE  PROCESS  OF  CAUSING  THIS 
ORGANIZATION  TO  MOVE  FURTHER  AND  FURTHER  AWAY  FROM  THE 
RNANCIAL  DIFRCULTIES  IT  HAD  BEEN  EXPERIENCING.  WITH  THIS 
COMMITTEE'S  INDULGENCE,  I  RESPECTFULLY  ASK  THAT  WE  BE  ALLOWED 
TO  CONTINUE  SIMILAR  EFFORTS  REGARDING  THE  PROPOSED  GHA 
ACQUISITION. 
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NEXT,  CHAIRMAN  STARK  AND  MEMBERS  OF  THE  COMMITTEE,  I  WOUlio 
LIKE  TO  ADDRESS  THE  EXPERIENCE  HMOS  HAVE  HAD  WITH  REGARD  tO 
TRADITIONALLY  UNDERSERVED  POPULATIONS  AND  TO  PRESENT  MY 
VIEWSOF  WHAT  MIGHT  BE  IN  STORE  FOR  THE  FUTURE.  I  FULLY  AGREE 
THAT  HMO  SERVICES  TO  UNDERSERVED  POPULATIONS  NEEDS  TO  BE 
GIVEN  STRONG  CONSIDERATION  WHEN  WE  DISCUSS  HOW  TO  REFORM 
OUR  HEALTH  CARE  DEUVERY  SYSTEMS. 

TRADITIONALLY,  HEALTH  CARE  DELIVERY  TO  THE  UNDERSERVED 
POPULATION  HAS  BEEN  RELEGATED  TO  FEDERAL  AND  STATE  FUNDED 
PUBUC  HEALTH  CLINICS,  EMERGENCY  ROOMS  AND  TO  HILL  BURTON 
COVERAGE.  IF  OUR  HEALTH  CARE  DEUVERY  SYSTEM  IS  TO  BE 
APPROPRIATELY  MANAGED.  WE  MUST  GIVE  STRONG  CONSIDERATION  TO 
MANAGING  AN  ENTIRE  SYSTEM  RATHER  THAN  TO  SUBDIVIDING  IT  INTO 
TWO  PARTS;  THE  PART  FOR  THOSE  WHO  CAN  AFFORD  HEALTH  CARE 
AND  THE  PART  FOR  THOSE  WHO  CANNOT. 

THE  HMO  CONCEPT  REALLY  DIDNT  CATCH  ON  IN  AMERICA  UNTIL  IT 
ARRIVED  FROM  THE  SHORES  OF  SCANDINAVIA  AND  TOUTED  AS  THE 
ALTERNATIVE  TO  OUR  TRADITIONAL  HEALTH  CARE  DEUVERY  SYSTEM. 
UNTIL  RECENTLY,  I  DONT  BELIEVE  THAT  IT  WAS  EVER  PROMOTED  AS  A 
SOURCE  FOR  PROVIDING  HEALTH  CARE  TO  TRADITIONALLY 
UNDERSERVED  POPULATIONS. 

THE  HMO  CONCEPT  FOCUSES  HEAVILY  ON  COST  ISSUES,  SUCH  AS 
ENHANCING  EFRCIENCY  AND  MAXIMIZING  ECONOMIES  OF  SCALE  FOR 
ENROLLEES  WHO  COULD  AFFORD  TO  PAY  THE  REQUISITE  MEMBERSHIP 
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FEES.     THE    IDEA    WAS    TO    PROVIDE    AN    ECONOMICALLY    FEASIBLE 
ALTERNATIVE  TO  A  PLETHORA  OF  INDEPENDENT  AND  SMALL  GROUP 
PHYSICIANS  WHO  HAD  THE  COMBINED  RESPONSIBILITY  OF  PRACTICING 
MEDICINE  AND  MANAGING  A  BUSINESS. 

THE  FEDERAL  GOVERNMENT,  RECOGNIZING  THE  RELUCTANCE  OF 
TRADITIONAL  HMOS  TO  ENROLL  THE  UNDERSERVED  POPULATION, 
AUTHORIZED  THE  ESTABUSHMENT  OF  PUBUC  HEALTH  CARE  CLINICS 
AND  GRANTED  THE  DEPARTMENT  OF  HUMAN  AND  HEALTH  SERVICES  THE 
AUTHORITY  TO  REGULATED  AND  MANAGE  THEM.  WITHIN  THE  DISTRICT 
OF  COLUMBIA,  THREE  SUCH  CLINICS  WERE  ESTABLISHED.  THE  UPPER 
CARDOZA  NEIGHBORHOOD  HEALTH  CLINIC,  THE  SHAW  NEIGHBORHOOD 
HEALTH  CUNIC  AND  THE  EAST  OF  THE  RIVER  NEIGHBORHOOD  HEALTH 
CUNIC.  TODAY,  ALL  THREE  HAVE  COMBINED  TO  FORM  ONE  LARGE 
CUNIC  NETWORK  THAT  SERVICES  ALL  OF  WASHINGTON,  D.C. 

THE  MANDATE  IMPOSED  UPON  THESE  CUNICS  WAS  THAT  THEY  WERE 
REQUIRED  TO  BE  ESTABUSHED  IN  SPECIAL  IMPACT  AREAS  WHERE  THE 
UNDERSERVED  RESIDED  AND  TO  PROVIDE  PRIMARY  AND  PREVENTATIVE 
CARE  SERVICES  ON  A  SUDING  FEE  BASIS. 

ALTHOUGH  MANY  OF  THE  CUNICS  ESTABLISHED  THEMSELVES 
PURSUANT  THESE  FEDERAL  GUIDEUNES,  THEY  WERE  GENERALLY 
UNSUCCESSFUL  AT  INCORPORATING  AN  APPROPRIATE  MIX  CONSISTING 
OF  MEMBERS  WHO  PAID  AT  THE  UPPER  END  OF  THE  SUDING  SCALE  AS 


f 


118 


-8- 
WELL  AS  THOSE  MEMBERS  PAYING  AT  THE  SUBSIDIZED  RATE.  THE 
INABILITY  TO  ATTRACT  FULL  PAYING  MEMBERS  PLACED  SEVERE 
HARDSHIPS  ON  THESE  FEDERALLY  FUNDED  CLINICS.  THEY  SIMPLY 
LACKED  THE  ABILITY  TO  ADEQUATELY  SUBSIDIZE  THE  MEMBER  PAYING 
AT  A  REDUCED  RATE. 

THE  EXPERIENCE  OF  THESE  FEDERALLY  SPONSORED  PUBUC  HEALTH 
CLINICS  GIVES  SOME  CLUES  AS  TO  WHY  TRADITIONAL  HMOS  HAVE  BEEN 
RELUCTANT  TO  COVER  THE  UNDERSERVED  POPULATION.  THE 
TRADITIONAL  HMOS  WERE  UNWILLING  TO  INCREASE  ENROLLMENT  FEES 
ENOUGH  TO  SUBSIDIZE  THE  CAPITATED  REIMBURSEMENT  RATE  PAID  ON 
BEHALF  OF  THE  UNDERSERVED  POPULATION.  MOREOVER,  I  BELIEVE 
HMOS  FEARED  THE  LOSS  OF  A  COMPETITIVE  PRICE  ADVANTAGE  OVER 
TRADITIONAL  HEALTH  INSURANCE  PRODUCTS  AND  THE  INCREASED  RISK 
OF  INSOLVENCY  BECAUSE  OF  THEIR  OWN  BUILT  IN  PRICING  STRUCTURE. 
THE  QUESTION  HMOS  HAD  TO  ASK  WAS  HOW  MUCH  MORE  COULD  BE 
CHARGED  TO  REGULAR  ENROLLEES  TO  ADEQUATELY  SUBSIDIZE  THE 
CAPITATED  PAYMENTS  RECEIVED  ON  BEHALF  OF  THE  UNDERSERVED 
POPULATION?  MOREOVER,  WHAT  PERCENTAGE  OF  THE  PATIENT 
POPULATION  MIX  CONSISTING  OF  CAPITATED  PATIENTS  COULD  BE 
ABSORBED  WITHOUT  BEING  FORCED  INTO  INSOLVENCY? 

AS  IS  EVIDENT  BY  THE  HMO  EXPERIENCE  AND  RESPONSE  TO  THESE 
QUESTIONS,  AN  EVER  INCREASING  NUMBER  OF  THE  UNDERSERVED 
POPULATION  HAVE  BEEN  FORCED  TO  SEEK  TREATMENT  IN  EMERGENCY 
ROOMS  FOR  ALL  LEVELS  OF  CARE  OR  TO  GO  WITHOUT  TREATMENT 
ALTOGETHER. 
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CERTAINLY,  IN  TODAY'S  HEALTH  CARE  ENVIRONMENT,  THERE  ARE  ALL 
TO  FEW  HMOS  THAT  ARE  WILLING  TO  ENROLL  MEDICAID  MEMBERS.  IN 
THE  DISTRICT  OF  COLUMBIA,  ONLY  ONE  HMO  SERVICES  THE  MEDICAID 
POPULATION.  HOWEVER,  MORE  RECENTLY,  SOME  HMOS  APPEAR  TO  BE 
STRUCTURING  THEMSELVES  TO  EXCLUSIVELY  TARGET  THE  MEDICAID 
AND  MEDICARE  MARKETS.  THESE  HMOS  BELIEVE  THEY  CAN  BE 
SUCCESSFUL  AND  REMAIN  SOLVENT  BY  MORE  STRINGENTLY  MANAGING 
THE  DEUVERY  OF  HEALTH  CARE  AND  BY  ENCOURAGING  GOVERNMErfT 
TO  INCREASE  THE  RATES  OF  REIMBURSEMENT.  SOME  JURISDICTIONS 
ARE  MOVING  TOWARDS  REIMBURSING  HMOS  AT  A  CAPITATED  RATE  OF 
95%  OF  UCR  RATHER  THAN  THE  TRADITIONAL  50%  TO  60%. 

MR.  CHAIRMAN  AND  MEMBERS  OF  THE  COMMITTEE  I  WANT  TO  AGAIN 
REITERATE  THAT,  AS  AN  INSURANCE  REGULATOR,  MY  PRIMARY 
CONCERN  IS  WITH  THE  RNANCIAL  CONDITION  AND  MARKET  CONDUCT  OF 
HMOS.  THE  HMO  STRUCTURE  IMPOSES  A  RISK  OF  LOSS  ONTO  THE 
PUBUC  WHICH  IS  DRAMATICALLY  DIFFERENT  THAN  THE  RISK  OF  LOSS 
IMPOSED  BY  LEGAL  RESERVE  INSURANCE  COMPANIES.  THE  NATURE  OF 
THE  HMO  RISK  IS  PURELY  HNANCIAL,  WHICH  TRANSLATES  INTO  A 
HIGHER  PROBABILITY  OF  SEVERE  IMPACT  THAN  MIGHT  BE  EXPERIENCED 
WITH  LEGAL  RESERVE  INSURANCE  COMPANIES. 

ADMITTEDLY,  WE  DONT  FREQUENTLY  READ  ABOUT  HEALTH  PLANS 
GOING  OUT  OF  BUSINESS.  WHEN  WE  DO,  IT  BECOME  PAINFULLY  CLEAR 
THE  IMPACT  IS  SEVERE.  THIS  SEVERITY  IS  CAUSED  PRIMARILY  BY  A 
SHORTAGE  OF  RESERVES.  IN  GENERAL,  HMOS  ARE  ONLY  REQUIRED  TO 
POST  A  90  DAY  RESERVE  EVEN  THOUGH  THE  PROMISE  MADE  TO  ITS 
MEMBERS  IS  FOR  ONE  YEAR. 
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SINCE  IT  APPEARS  THAT  THE  FUTURE  OF  HEALTH  CARE  DELIVERY  IN 
AMERICA  IS  ABOUT  TO  UNDERGO  A  SIGNIHCANT  CHANGE,  THERE  WILL 
CLEARLY  BE  THE  NEED  TO  REGULATE  THE  RNANaAL  CONDITION  AND 
MARKET  CONDUCT  OF  THE  RESULTING  PURCHASING  COOPERATIVES  AND 
ACCOUNTABLE  HEALTH  PLAN  ORGANIZATIONS. 

IF  WE  MOVE  TO  A  SYSTEM  WHICH  DOES  NOT  ADEQUATELY  PROTECT 
AGAINST  THE  RISK  OF  LOSS  VIA  THE  POSTING  OF  STATUTORY  RESERVES 
TO  COVER  THE  FULL  EXTENT  OF  THE  PROMISES  BEING  MADE,  WE  WILL 
HAVE  CREATED  A  SYSTEM  REQUIRING  EVEN  MORE  REGULATION  TO 
MONITOR  THE  HMO  HNANaAL  CONDITION  BECAUSE  OF  THE  INCREASED 
UKEUHOOD  OF  INSOLVENaES. 

I  AM  AVAILABLE  TO  ANSWER  YOUR  QUESTIONS. 
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The  Chairman.  Thank  you. 

Mr.  BrogHe,  where  were  you  when  IMC  stole  all  that  money? 

Mr.  Broglie.  Fortunately,  not  in  my  current  position.  I  was  actu- 
ally in  the  Office  of  Research  and  Demonstrations  in  HCFA  at  the 
time. 

The  Chairman.  Researching  whether  they  were  going  to  go 
broke  or  not. 

Let  me  just  see  if  I  understand.  Your  only  handle  on  an  HMO  is 
if  it  has  a  risk  contract  or  a  cost  reimbursement  contract? 

Mr.  Broglie.  No.  Actually,  we  have  two  distinct  programs  that 
we  have  responsibility  for. 

The  Chairman.  Okay. 

Mr.  Broglie.  The  risk  or  cost  program,  where  an  HMO  contracts 
with  Medicare  to  serve  Medicare  beneficiaries,  is  one  program.  In 
addition,  if  an  HMO  wants  to  come  in  and  seek  Federal  qualifica- 
tion, which  is  not  at  all  linked  to  having  a  Medicare  contract,  we 
also  are  responsible  for  administering  that  program. 

The  Chairman.  If  I  want  to  take  my  Medicare  benefits  and  join  a 
federally  qualified  one  as  an  individual,  if  they  would  take  me,  how 
do  you  pay  them?  Same  way  you  pay  a  risk  contractor? 

Mr.  Broglie.  The  only  way  that  we  as  the  Medicare  program 
would  pay  for  your  benefits  as  a  Medicare  beneficiary  as  part  of  an 
HMO,  would  be  if  you  were  enrolled  in  a  Medicare  contracting 
HMO. 

The  Chairman.  Risk  contractor  cost  contracted? 

Mr.  Broglie.  Cost;  correct. 

The  Chairman.  So,  where  they  are  qualified,  it  just  means  that 
they  can  bill  you  on  a  fee-for-service  the  same  way  any  other  group 
could  bill  you. 

Mr.  Broglie.  Federal  qualification  really  doesn't  benefit  particu- 
larly an  HMO  in  terms  of  dealing  with  the  Medicare  population. 

The  Chairman.  How  many  HMOs,  roughly,  have  risk  contracts? 

Mr.  Broglie.  There  are  around  104  current  risk  contracting  orga- 
nizations. 

The  Chairman.  Are  some  better  than  others?  Do  you  have  more 
trouble  with  some  than  others? 

Mr.  Broglie.  Some,  if  for  no  other  reason  than  the  size  of  the 
enrollment  population,  keep  us  busier  than  other  plans. 

The  Chairman.  How  many  times  in  the  past  year  have  you  come 
up  against  marketing  problems,  disenrollment  problems,  denial  of 
service  problems,  that  have  come  to  your  attention?  I  mean  are 
they  significant  other  than  just 

Mr.  Broglie.  In  terms  of  significant  problems,  none  over  the  past 
year. 

The  Chairman.  Previously  though,  some?  Pericelsus — clesis,  who 
are  they,  in  Los  Angeles?  They  are  back  in  business. 

Mr.  Brogue.  About  a  year  and  a  half  ago  there  were  some  con- 
cerns about  FHP  and  their  operation  in  California  and  their  sales 
marketing  practices  there. 

The  Chairman.  Which  is  either  false  claims,  hustles  or  things 
like  that. 

Do  you  have  rules  on  that? 

Mr.  Brogue.  Yes. 
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The  Chairman.  Do  you  guys  know  each  other,  Mr.  Willis?  Mr. 
Broglie? 

Mr.  Broglie.  We  have  met. 

The  Chairman.  Have  you  got  rules  on  that? 

Mr.  Willis.  Pardon  me? 

The  Chairman.  Do  you  have  rules  on  marketing  these  things? 

Mr.  Willis.  Mr.  Chairman,  we  do  not.  As  I  pointed  out,  we  are  in 
the  process  of  proposing  a  statute  in  the  District. 

The  Chairman.  Why  don't  you  give  him  a  copy  of  your  rules?  He 
might  be  able  to  crib  a  few. 

I  guess  the  issues  that  I  really  want  to  talk  about,  my  sense  is 
that  except  as  to  whether  or  not  Mr.  Willis  has  the  right  to  ap- 
prove or  disapprove  this  merger  or  sale  and  that  right  would  be 
shared  by  our  neighboring  jurisdictions.  I  am  not  competent  to 
guess  whether  you  do — I  hope  you'll  assert  the  right.  But  whether 
you  have  it  or  not  is  something  for  the  courts  to  decide. 

Mr.  Broglie,  do  you  have  any  way  of  controlling  the  disenroll- 
ment? 

These  guys  have  a  cost  contract,  so  they  are  under  your  purview, 
right?  They  are  going  to  sell.  They  are  going  to  sell  the  list.  They 
told  us — you  heard  them — that  they  are  not  going  to  take  any  frag- 
ile folk  and  throw  them  out. 

The  beneficiaries  would  be  able  to  go  anyplace  in  the  District 
and  get  care,  wouldn't  they,  if  they  are  Medicare? 

Mr.  Broglie.  That  is  correct. 

The  Chairman.  In  other  words,  if  they  are  kicked  out  they  would 
have  to  go  under  fee-for-service  if  another  HMO  wouldn't  take 
them,  and  under  our  medigap  requirements  they  have  to  have  open 
enrollment. 

So  say  for  the  period  of  open  enrollment  they  could  get  under  a 
medigap  plan  that  would  cover  their  copays.  So  you  don't  really 
have  to  worry  about  your  Medicare  folk,  do  you? 

Mr.  Broglie.  No.  With  the  cost  contract,  it  is  a  different  situa- 
tion with  the  cost  contract  versus  a  risk  contract.  A  risk  contract, 
if  a  risk  contract  were  to  either  go  out  of  business  or  stop  having  a 
risk  contract  with  us,  because  typically  risk  contracts  offer  supple- 
mental benefits  beyond  the  basic  Medicare  package,  we  do  make 
provisions  that  medigap  policies  in  the  area  have  to  make  their 
policies  available  and  without  preexisting  conditions. 

In  the  case  of  cost  contracts,  we  do  not  place  any  similar  require- 
ments on  other  plans  to  pick  up  individuals. 

The  Chairman.  Even  under  medigap. 

Mr.  Broglie.  That  is  right. 

The  Chairman.  Yes,  that  is  right.  Six  months  after  you  turn  65 
you  could  be  selected  against.  So  that  is  a  concern.  I  mean  for 
right-thinking  folks.  Right? 

I  mean  that  if  they  boot  out  a  Medicare  beneficiary  with  diabetes 
or  whatever,  they  might  not  get  their  copays  covered  by  another 
medigap  contract. 

Mr.  Broglie.  I  think  the  other  thing  to  remember  about  the  con- 
tract that  GHA  has  with  us  is  it  is  a  somewhat  unique  agreement 
called  a  health  care  prepayment  plan.  Without  boring  you  with  all 
the  typical 

The  Chairman.  No,  you  are  not  boring  me  at  all. 
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Mr.  Brogue.  There  are  HMOs  that  contract  with  us  that  provide 
under  the  agreement  the  full  range  of  Medicare  covered  services, 
and  they  are  governed  by  section  1876  of  the  Social  Security  Act. 

Health  care  prepayment  plans,  however,  are  governed  by  a  dif- 
ferent provision  of  the  statute;  namely,  section  1833  of  the  Social 
Security  Act.  Under  that  provision  they  are  only  required  to  make 
arrangements  for  providing  part  B  Medicare  services,  and  not  even 
the  full  range  of  part  B  Medicare  services. 

So  they  go  out  and  for  purposes  of  any  inpatient  services  they 
obtain  those  through  whatever  hospital  that  they  want  to  get  them 
through. 

The  Chairman.  Or  can. 

Mr.  Brogue.  Or  can. 

The  Chairman.  But  the  hospital  has  to  take  them,  right? 

Mr.  Brogue.  Right. 

The  Chairman.  Yes. 

The  Chairman.  The  only  risk,  then,  that  they  would  have  of  get- 
ting reasonable  coverage  would  be  that  they  might  be  denied  access 
to  a  medigap  policy. 

Mr.  Brogue.  Yes.  That  is  probably  true  now,  however,  because — 
I  am  not  sure  specifically  of  GHA's  provisions,  but  GHA  as  a 
health  care  prepayment  plan  does  not  have  to  provide  or  offer  or 
make  arrangements  for  medigap  coverage  of  those  individuals  now. 
So  it  would  not  surprise  me  if  a  large  percentage  of  those  enrollees 
have  not  on  their  own  already  purchased  medigap  coverage. 

The  Chairman.  Is  there  anything  in  the  law  we  passed  regulat- 
ing medigap  providers  that  prohibits  a  State  from  making  tougher 
regulations  than  the  Federal  standards?  I  wrote  it  but  I  don't  re- 
member it. 

Mr.  Brogue.  I  am  probably  not  as  familiar  with  it  as  you  are. 

The  Chairman.  Good  idea  for  you,  Mr.  Willis. 

In  other  words,  as  I  said,  the  only  concern  is,  and  I  think  it  is 
fair,  that  there  have  been  HMOs  which  have  managed  to  encour- 
age people  to  leave  through  procedures  that  I  suspect  HCFA  would 
feel  are  not  in  the  best  interests  of  beneficiaries.  Is  that  a  fair 
statement? 

Mr.  Brogue.  That  has  occurred,  and  I  certainly  wouldn't  say  it 
is  not  occurring  in  isolated  instances. 

The  Chairman.  Not  on  your  watch.  You  know,  you  don't  look 
tough.  I  wish,  Mr.  Broglie,  that  you  looked  meaner.  Somehow  I 
would  feel  more  comfortable. 

Mr.  Brogue.  My  job  is  not  to  be  tough.  The  people  that  work  for 
me,  their  job  is  to  be  tough. 

The  Chairman.  Okay.  But  I  hope  you  two  would  consult  on  this 
because,  what  you  have  is  50,000  or  60,000  of  these  people  in  the 
District. 

Mr.  WiiJJS.  Seventy  thousand. 

The  Chairman.  Yes.  It  isn't  that  I  don't  trust  Humana,  but 
people  have  short  memories.  That  is  why  we  have  regulators.  I 
mean  if  trusting  Humana  were  enough,  we  wouldn't  need  Mr. 
Broglie  and  we  wouldn't  need  a  department  of  insurance.  Right? 

So  as  long  as  you  are  there  maybe  you  two  could  get  together 
and  figure  out  a  few  things  so  that  we  can  just  make  sure  that 
those  72,000  or  whatever  it  is,  don't  get  lost.  If  you  need  legislation 
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to  make  that  easier,  I  have  a  hunch  that  this  committee  would  find 
it.  We  are  willing  to  help  you  as  long  as  it  is  in  the  spirit  of  home 
rule. 

Are  you  completely  comfortable,  Mr.  Willis,  with  the  laws  of  the 
District  of  Columbia?  Do  they  give  you  sufficient  tools  to  regulate 
this  variety  of  insurance  companies?  There  is  a  dispute  in  many 
States  about  who  ought  to  regulate  HMOs;  the  corporation  commis- 
sioner? 

You  are  both,  aren't  you? 

Mr.  Willis.  Within  the  department  of  consumer  and  regulatory 
affairs  there  is  the  insurance  component  as  well  as  the  corporate 
component. 

The  Chairman.  So  you  wear  both  hats? 

Mr.  Willis.  That  is  correct. 

The  Chairman.  So,  you  got  them  either  way? 

Mr.  Willis.  If  I  might,  Mr.  Chairman,  on  the  jurisdictional  ques- 
tion, just  for  the  record  so  that  we  are  clear,  currently  GHA, 
Humana  and  my  office  are  in  the  process  of  reviewing  a  consent 
order  which  my  attorneys  have  drafted  which  would  provide  the 
regulatory  leverage,  if  you  will,  to  properly  review  and  supervise 
this  transaction. 

Apropos  of  the  Blue  Cross  and  Blue  Shield  final  order,  to  the 
extent  that  there  are  matters  in  the  public  interest  that  we  want 
to  make  a  permanent  record  of  and  to  impose  as  a  part  of  the  ap- 
proval process  some  conditions,  we  will  certainly  not  shy  away 
from  that  responsibility. 

So  in  deference  to  the  role  of  HCFA,  and  we  will  certainly 
achieve  that  consulting  for  purposes  of  creating  a  record  on  sensi- 
tive issues,  I  think  my  approach  would  be  to  record  that  as  a  part 
of  the  order  so  that  we  will  all  have  a  sufficient  memory  of  what 
we  agreed  to  do. 

The  Chairman.  Okay.  I  am  concerned,  and  I  want  to  give  you  a 
heads  up,  Mr.  Willis,  that  it  was  at  a  previous  hearing  when  the 
Chair  inquired  as  to  the  roadblocks  and  the  complications  and  the 
problems  of  my  starting  an  HMO.  I  found  out  it  is  not  as  complex 
as  one  thought.  I  need  $100,000,  and  it  is  my  understanding  that  a 
letter  of  credit  from  BCCI  would  suffice.  Then  I  need  to  show  you,  I 
guess,  that  I  have  the  proper  resources  and  skills,  and  it  was  stipu- 
lated that  Dr.  McDermott,  my  colleague,  who  is  a  licensed  physi- 
cian, would  be  an  adequate  resource.  The  two  of  us,  if  we  could 
each  stand  bail  for  the  $50,000,  could  become  an  HMO. 

Now,  that  ought  to  worry  you. 

Mr.  Willis.  Well  sir,  that  would  not  happen  in  the  District. 

The  Chairman.  You  promise  me? 

Mr.  Willis.  Well,  let  me  show  you  the  color  of  my  metal.  The 
consent  order  will  fully  embrace  a  proposed  statute  or  the  proposed 
statute  that  I  mentioned.  It  is  essentially  modeled  after  the  NAIC 
HMO  Act  with  some  flavoring  to  deal  with  some  particular  prob- 
lems here  in  the  District,  including  the  inclusion  of  Medicaid  re- 
cipients more  appropriately. 

That  is  part  of  the  consent  order  that  I  mentioned.  The  same 
law 

The  Chairman.  That  is  how  you  get  it  done?  You  just  get  a  con- 
sent order  and  you  are  in  charge  with  all  these  regulations? 
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Mr.  Willis.  Well  sir,  it  is  not  quite  that  simple.  I  think  that 
there  is  energy  to  have  the  transaction  reviewed.  The  District  of 
Columbia  appears  to  be  the  appropriate  entity  to  do  that.  In  order 
to  move  that  process  along,  we  will  find  appropriate  ways  in  order 
to  cause  that  review  to  occur. 

The  Chairman.  You  ought  to  tell  Al  Gore  about  that,  and  then 
he  could  fix  that  up  for  Mr.  Broglie  and  we  would  be  able  to  get 
stuff  done  a  lot  faster.  I  like  that. 

Mr.  Willis.  This  same  law  has  a  minimum  capital  requirement 
of  $2  million  in  order  to  start  an  HMO  in  the  District. 

The  Chairman.  You  are  taking  all  the  fun  out  of  this,  Mr.  Willis. 

Mr.  Willis.  So  that  in  your  example,  I  think  we  would  have  to 
have  a  more  lengthy  conversation  about  your  resources.  [Laughter]. 

The  Chairman.  Mr.  Broglie,  I  can't  let  you  go — I  am  concerned 
and  it  seems  to  me  back  in  1990 — as  long  as  I  have  you  here — we 
talked  about  regulations  and  rules  on  risk  contracts  as  between 
HMOs  and  doctors.  How  are  you  coming  on  that? 

Mr.  Broglie.  Those  regulations  are  in  draft,  have  been  published 
in  draft  for  some  time  now.  There  have  been  a  number  of  concerns 
raised. 

The  Chairman.  They  are  tough  to  do,  aren't  they?  I  mean  to  find 
the  right  balance? 

Mr.  Broglie.  Fortunately  that  is  not  my  specific  area  to  be  re- 
sponsible for,  but  judging  by  the  others  involved  with  it  they  are 
pretty  tough  to  get  out. 

The  Chairman.  Yes. 

Mr.  Broglie.  They  have  not  been  published  in  final  yet.  There 
are  a  number  of  concerns  that  the  HMO  industry  itself  has  raised 
about  what  effect,  if  they  were  implemented  in  final  as  they  were 
drafted,  they  would  have.  So  we  have,  I  think,  made  some  progress 
in  the  fact  that  they  are  out  in  draft  now.  But  they  have  not  been 
finalized. 

The  Chairman.  Do  you  think  this  year  sometime? 

Mr.  Broglie.  I  would  hope  so. 

The  Chairman.  That  is  good. 

On  the  retroactive  disenrollments,  do  you  have  those  regula- 
tions? 

Mr.  Broglie.  We  have  guidelines  in  place  for  retroactive  disen- 
rollments. We  also  have  underway  an  effort  that  we  hope  to  have 
in  place  by  the  beginning  part  of  next  calendar  year  that  will  actu- 
ally allow  us  to  start  getting  information  on  the  nature  of  the 
reason  an  individual  disenrolls. 

Currently,  when  an  individual  disenrolls  we  know  that  they  did 
either  because  they  enrolled  in  another  plan,  they  disenrolled  for 
fee-for-service  or  they  died.  One  of  the  concerns  we  had  was  that 
motivation  for  people  disenrolling  is  the  quality  of  care  concern,  be- 
cause of  a  perception  of  lack  of  access  to  care  in  the  HMO,  and  we 
want  to  start  surveying  individuals  upon  disenrollment  to  learn  of 
the  reason  and  motivation  that  they  had  for  that.  We  expect  to 
have  that  in  place,  as  I  said,  the  early  part  of  next  year. 

The  Chairman.  Super.  Thank  you. 

Are  both  of  you,  and  I  guess  more  specifically  Mr.  Willis,  com- 
fortable that  however  this  transaction  ends  up,  which  certainly  this 
committee  has  precious  little  jurisdiction  over;  you  have  said,  Mr. 
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Willis  I  think,  that  the  vulnerable  population  out  of  the  132,000 
will  not  be  denied  coverage  or  access,  just  as  a  result  of  this  chang- 
ing of  the  guard.  Are  you  comfortable  with  that? 

Mr.  Willis.  That  is  certainly  my  objective  in  the  public  interest. 
I  think  that  where  we  should  all  end  up,  bottom  line,  is  that  the 
effect  of  this  transaction  should  be  transparent  relative  to  the 
public.  That  the  provider  community  should  not  be  materially  dis- 
turbed. Rates  should  be  more  stable,  and  from  what  I  have  heard 
today,  given  the  pricing  at  GHA  versus  where  Humana  has  its 
products  in  other  parts  of  the  country,  I  would  think  that  there 
would  not  be  an  argument  for  increases  in  rates. 

That  is  something  we  will  want  to  get  into,  but  I  think  that  is  a 
big  issue,  the  rate  stability,  in  accommodating  this  kind  of  change. 
If,  in  fact,  there  are  economies  of  scale  that  can  be  achieved 
through  a  larger  flagship,  that  being  Humana,  then  as  a  part  of 
the  approval  process  I  am  looking  for  reductions  and  not  just  strat- 
egies to  increase  costs. 

All  of  that  being  fairly  considered,  that  is  my  objective,  to  make 
sure  we  maintain  the  status  quo. 

The  Chairman.  I  wanted  to  ask  you,  Mr.  Willis,  one  sort  of  pro- 
spective question.  I  would  love  to  have  Mr.  Broglie  answer  this,  but 
I  have  to  warn  him  his  boss  may  be  concerned  with  his  answer. 

It  is  the  intention,  the  initial  suggestion,  I  suppose,  that  we  can 
save  money  and  regulate  HMOs  or  preferred  providers  or  managed 
care  plans  by  limiting  the  amount  of  revenue  which  we  give 
them — set  the  premiums,  in  a  sense — and  taking  into  account  that 
this  would  be  in  an  environment  in  which  specific  benefits  were 
mandated. 

Is  that  something,  Mr.  Willis,  that  gives  you  any  concerns  as  to 
what  kinds  of  regulatory  tools  you  will  have  to  assure  us  that  they 
don't  come  out  even  by  shortchanging  the  beneficiaries?  Have  you 
thought  that  process  through? 

Mr.  Willis.  I  have,  Mr.  Chairman.  I  think  that  it  certainly  begs 
the  question  of  jurisdiction  between  insurance  departments  and  de- 
partments of  health  in  terms  of  who  will  regulate  the  quality  of 
care. 

In  your  example  there  really  isn't  any  insurance.  It  is  simply  a 
fee-for-service.  There  is  no  risk  involved.  So  I  think  it  is  somewhat 
problematical  for  insurance  regulators  to  try  and  figure  out  where 
is  the  beef  in  the  steak,  and  in  our  case  jurisdictional  disputes 
within  government.  I  have  had  a  similar  conversation  with  some  of 
the  White  House  staff,  and  it  appears  that  if  there  is  to  be  a  core 
benefit  under  national  health  insurance  in  order  to  keep  insurance 
capital  interested  and  achieving  some  fair  rate  of  return,  perhaps 
the  supplemental  coverage  that  would  flow  from  that.  I  think  you 
create  in  the  market  a  vacuum,  and  that  is  where  you  will  find  in- 
surers of  all  variety  wanting  to  be  a  part  of  the  national  process. 
Otherwise,  I  am  not  sure  that  you  have  the  incentive. 

The  Chairman.  It  is  their  intention  to  define  the  supplemental 
products  and  I  gather  leave  that  only  to  pick  up  copays,  deductibles 
and  a  few  rather  esoteric  procedures  like  private  rooms  and  hair 
transplants  and  cosmetic  surgery.  So  I  don  t  think  it  is  the  inten- 
tion in  this  plan — one  where  they  expect  the  benefits  to  be  greatly 
expanded,  say,  relative  to  Medicare  or  Medicaid,  so  arguably  there 
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wouldn't  be  much  need  for  supplemental  save  for  the  possibility — ^^ 
well,  no.  I  don't  think  they  even  anticipate — in  the  fee-for-service 
anticipate  some  copays.  But  it  will  be  even  more  stringently  regu- 
lated than  we  had  with  medigap  policies  under  Medicare. 

Mr.  Willis.  Mr.  Chairman,  if  we  have  that  kind  of  arrangement, 
as  I  mentioned  in  my  testimony,  and  assume  that  kind  of  product 
would  flow  from  a  health  maintenance  organization  kind  of  entity, 
for  State  insurance  regulation  that  raises  a  huge  solvency  issue. 

On  the  one  hand,  if  there  are  to  be  some  measure  of  reserve 

The  Chairman.  They  got  that  solved  too.  Because  if  these  guys 
go  broke,  they  just  charge  everybody  more  to  put  money  into  the 
pot.  It  is  a  wondrous  system. 

Mr.  Willis.  It  is  not  consistent  with  how  regulators  view  solving 
the  so-called  guarantee  issue. 

The  Chairman.  Every  employer  in  the  District  of  Columbia  will 
be  assessed,  if  one  of  your  plans  get  short,  to  pick  up  the  difference. 
It  is  perpetual  motion.  How  is  that? 

Mr.  Willis.  As  I  understand  the  proposal,  it  is  a  retrospective  as- 
sessment. There  is  no  money  being  accrued  as  you  go  assuming 
that  the  worse  would  happen. 

The  Chairman.  We  discussed  that  and  I  believe  you  are 
correct.The  question  was  where  would  they  get  the  money  if  one  of 
the  providers  went  bankrupt  or  left  town.  The  answer  is  the  same 
again,  from  the  employers.  In  a  sense,  we  are  all  in  the  pool  and  it 
is  a  self-funding  mechanism. 

Mr.  Willis.  I  guess  as  a  regulator  my  concern  is  that  I  don't 
know  in  that  construct  who  is  making  the  solvency  call.  Once  the 
benefit  level  has  been  defined 

The  Chairman.  There  isn't  one.  Basically,  you  are  just  saying 
that  the  premium  will  be  enough  to  provide  the  benefits  and  that 
is  how  you  set  it.  Then  there  will  be  limits  on  the  increase  except  if 
the  premiums  have  to  go  up  enough  they  will  tax  people  more  to 
put  the  money  in. 

Now  I  have  to  start  talking  with  my  hands,  because  I  am  not 
sure  in  250  pages  they  got  all  the  details.  Mr.  Broglie  is  going  to 
write  those  regulations  soon. 

What  would  be  your  concerns  in  regulating  a  managed  care  plan 
if  in  fact  you  had  a  set  list  of  benefits  and  a  set  premium  and  let's 
just  say  we  cut  the  premium  by  10  percent.  What  do  you  squeeze? 

Mr.  Broglie.  I  will  address  it  from  the  experience  which  is  simi- 
lar to  what  we  have  with  Medicare  now  where  there  is  a  fixed 
monthly  capitated  amount  that  we  pay.  The  concerns  that  we  have 
now,  and  continue  to  have,  are  what  effect  does  whatever  motiva- 
tion an  HMO  has  to  make  a  profit  have  on  the  access  to  care  and 
on  the  quality  of  care  that  is  provided. 

We  have  the  current  peer  review  organization  system  that  is  in 
place  which  is  certainly  the  best  tool  that  we  have  currently,  but  I 
think  our  view  also  is  that  the  state  of  the  art  in  terms  of  looking 
at  performance  measures  and  outcomes  measures  on  the  commer- 
cial side  of  managed  care  have  moved  much  forward  beyond  what 
Medicare  has.  So  looking  at  immunization  rates,  looking  at  read- 
mission,  rehospitalization,  looking  at  actually  enrollee  satisfaction, 
are  all  key  measures  that  under  Medicare  we  want  to  start  build- 
ing into  our  quality  assurance  model  for  the  future.  I  think  it 
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would  be  valid  measures  that  you  would  want  to  look  at  under  any 
new  model  that  is  developed. 

The  Chairman.  I  have  always  felt  that  regulators  for  so  long 
have  been  trained  to  find  over  utilization.  You  know,  you  must 
have  a  whole  army  of  junk  yard  dogs  down  there  in  the  Inspector 
General's  office  who  can  find  over  utilization.  They  could  smell  it  a 
mile  away. 

Now,  we  are  telling  these  same  folks  now  you  have  to  find  under- 
utilization  and  they  say,  wait  a  minute.  That  is  our  result.  So  you 
stop  the  rabbit  in  the  middle  of  the  dog  race  here. 

Mr.  Broglie.  That  has  clearly  been  the  dilemma  with  the  peer 
review  organization  overall,  which  has  been  principally  oriented  to 
detecting  underutilization — overutilization  rather,  on  the  fee-for- 
service  side  and  now  we  are  asking  them  to  detect  underutilization 
on  the  managed  care  side. 

The  Chairman.  You  think  this  can  live  together  and  you  can 
find  a  way  to  judge  that  okay? 

Mr.  Broglie.  Yes. 

The  Chairman.  Well,  that  is  good  news. 

I  hope  you  guys,  now  that  you  have  met,  will  stay  in  touch.  You 
don't  need  me,  but  I  would  offer  Mr.  Willis  at  anytime  because  this 
is  a  particular  interest.  We  are  going  to  be  charged,  I  think,  with 
each  State  coming  up  with  some  kind  of  a  plan.  What  that  will  be 
remains  to  be  seen. 

The  District  of  Columbia  has  some  unique  circumstances.  It 
could  be  that  this  committee  will  be  involved  in  that,  hopefully 
with  the  concurrence  or  suffer  age  of  the  District  of  Columbia  so 
that  we  are  not  intruding  where  they  would  rather  we  didn't.  But 
there  may  be  some  reasons — namely,  money — that  they  would  as 
soon  have  us  do  this. 

We  have  a  unique  population.  We  have  a  unique  employer  here 
who  is  supposed  to  pony  up  some  of  the  money  for  the  underserved 
population,  and  that  might  work  well  in  Cincinnati,  but  in  Wash- 
ington, D.C.,  we  are  sort  of  dealing  with  ourselves.  So,  I  hope  that 
you  will  watch  as  this  process  unfolds. 

I  would  like  to  get  copies  at  such  time  as  I  can  of  your  regula- 
tions if  they  are  not  secret.  It  will  give  me  an  idea  of  what  you 
plan. 

Mr.  Willis.  We  certainly  will. 

[The  information  follows:] 
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Renlor  Vice  Preskted  ul  Medicsl  AKaiK 


November  1, 1993 


4lijmanar 


The  Honorable  Pete  Stark 

Unitad  States  House  of  Representatives  .«, 

Committee  on  the  District  of  Columbia 

Ftoom  1309  l.ongworth  House  Office  Building 

Washington.  DC  20515 

Dear  Mr.  Chairman: 

I  am  writing  to  follow  up  your  request  for  information  regarding  Humana's  plans  for 
compensating  sales  agents  In  the  Washington,  O.C.,  area. 

Before  Humana  decides  how  to  compensate  the  Medicare  sales  agents,  we  will 
survey  the  maricet  practices  of  competitors  to  estattllsh  how  others  compensate 
salespersons.  Based  on  those  results,  a  decision  on  how  to  compensate  salespeople 
will  be  made.  In  order  to  avoid  any  possflsility  of  unethical  sales  practices  by  Humana 
Medicare  sales  agents,  Humana  has  Implemented  sales  policies  in  each  of  Its  markets 
which  provide  for  thorough  and  ongoing  training  and  monitoring  of  sales  agents. 

Once  again,  Humana  is  excited  to  have  the  opportunity  to  worit  together  with  GHA  to 
ensure  the  continued  provision  of  quality  health  care  for  the  District  and  surrounding 
conununities. 

Sincerely, 


Ronald  S.  Lankford.  M.D. 
Senior  Vk»  President 


P»P 
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DEPARTMENT  OF  HEALTH  AND 
HUMAN  SERVICES 

Health  Care  Financing  Administration 

42  CFR  Parts  417  and  434 

Office  of  Inspector  General 

42  CFR  Part  1003 
(OCC-024-P] 
niN  0938-AF74 

Medicare  and  Medicaid  Programs; 
Requirements  for  Physician  Incentive 
Plans  In  Prepaid  Health  Care 
Organizations 

AGENCY:  Health  Care  Financing 
Administration  (HCFA),  HHS.  Omca  of 
Inspector  General  (OIG),  HHS. 
action:  Proposed  rule. 


SUMMARY:  This  proposed  rule  would 
amend  the  regulations  governing 
Federally-qualified  health  maintenance 
organizations  (HMOs)  and  competitive 
medical  plans  (CMPs)  contracting  with 
the  Medicare  program,  and  certain 
HMOs  and  health  insuring  organizations 
(HIOs)  contracting  with  the  Medicaid 
program,  by  Implementing  requirements 
in  sections  4204(a)  and  4731  of  the 
Omnibus  Budget  Reconciliation  Act  of 
1990  concerning  physician  incentive 
plans. 

DATES:  Written  comments  will  be 
considered  if  we  receive  them  at  the 
appropriate  address,  as  provided  below, 
no  later  than  5  p.m.  on  February  12, 
1993. 

ADDRESSES:  Mail  comments  to  the 
following  address: 
Health  Care  Financing  Administration. 

Department  of  Health  and  Human 

Services.  Attention:  OCC-024-P.  P.O. 

Box  26676.  Baltimore,  Maryland 

21207. 

If  you  prefer,  you  may  deliver  your 
written  comments  to  one  of  the 
following  addresses: 
Room  309-G.  Hubert  H.  Humphrey 

Building,  200  Independence  Avenue, 

SW.,  Washington,  DC  20201  or 
Room  132,  East  High  Rise  Building, 

6325  Security  Boulevard,  Baltimore, 

Maryland  21207. 

Due  to  staffing  and  resource 
limitations,  we  cannot  accept  comments 
by  facsimile  (FAX)  transmission.  In 
commenting,  please  refer  to  file  code 
OCC-024-P.  Written  comments 
received  timely  will  be  available  for 
public  inspection  as  they  are  received, 
beginning  approximately  three  weeks 
after  publication  of  this  document.  In 
Room  309-G  of  the  Department's  offices 
at  200  Independence  Avenue,  SW., 
Washington,  DC,  on  Monday  through 
Friday  of  each  week  from  8:30  a.m.  to 
5  p.m.  (phone:  202-690-7890). 

Organizations  and  individuals 
desiring  to  submit  comments  on  the 
reporting  requirements  discussed  under 
the  section  on  "Collection  of 
Information  Requirements"  of  this 
preamble  should  direct  them  to  the 
Health  Care  Financing  Administration 
at  one  of  the  addresses  cited  above,  and 
to  the  Office  of  Information  and 
Regulatory  Affairs,  Attention:  Allison 
Herron  Edyt,  Office  of  Management  and 
Budget,  New  Executive  Office  Building 
(Room  3001),  Washington,  DC,  20503. 
FOR  FURTHER  INFORMATION  CONTACT: 
Medicare:  ParasharPatel,  (202)  619- 

3166. 
Medicaid:  Ann  Page,  (410)  966-5364. 
Office  of  Inspector  General:  Zeno  St. 

Cyr.  U.  (202)  61&-3270. 


SUPPLEMENTARY  INFORMATION: 
I.  Background 

A.  Introduction 

Prepaid  health  care  organizations, 
such  as  health  maintenance 
organizations  (HMOs),  competitive 
medical  plans  (CMPs),  and  health 
Insuring  organizations  (HIOs),  are 
entities  that  provide  enrollees  with 
comprehensive,  coordinated  health  care 
in  a  cost-efficient  manner.  The  goal  of 
prepaid  health  care  delivery  is  to 
control  health  care  costs  through 
preventive  care  and  care  management 
and  provide  enrollees  with  affordable, 
coordinated,  quality  health  care 
services.  Titles  XVUI  and  XIX  of  the 
Social  Security  Act  (the  Act)  authorize 
contracts  with  prepaid  health  care 
organizations  for  the  provision  of 
covered  health  services  to  Medicare 
beneficiaries  and  Medicaid  recipients. 
Such  organizations  may  contract  under 
either  a  risk-based  or  cosl-reimburse;) 
contract. 

B.  Medicare 

Section  187F  ^f  the  Act  authorizes  the 
Secretary  to  enter  into  contracts  with 
eligible  organizations  (HMOs  that  have 
been  Federally  qualified  under  section 
1310(d)  of  the  Public  Health  Service 
Act,  and  CMPs  that  meet  the 
requirements  of  section  1876(b)(2)  of  the 
Act)  to  provide  Medicare-covered 
services  to  beneficiaries,  and  specifies 
the  requirements  to  be  met  by  the 
organizations.  Section  1876  of  the  Act 
also  provides  for  Medicare  payment  at 
predetermined  rates  to  eligible 
organizations  that  have  entered  into 
risk-based  contracts  under  Medicare,  or 
for  payment  of  reasonable  costs  to 
eligible  organizations  that  have  entered 
into  cost-reimbursed  contracts. 
Implementing  Federal  regulations  for 
the  organization  and  operation  of 
Medicare  prepaid  health  care 
organizations,  contract  requirements, 
and  conditions  for  payment  are  located 
at  42  CFR  417.400-417.694. 

Risk-based  organizations  are  paid  a 
prospectively-determlned  per  capita 
monthly  payment  for  each  Medicare 
beneficiary  enrolled  in  the  organization. 
This  capitated  payment  is  the  projected 
actuarial  equivalence  of  95  percent  of 
what  Medicare  would  have  paid  for  the 
Medicare  beneficiaries  if  they  had 
received  services  from  a  fee-for-service 
Medicare  provider  or  supplier. 
Organizations  paid  on  a  risk  basis  are 
liable  for  any  difference  between  the 
Medicare  prepaid  amounts  and  the 
actual  costs  they  incur  for  providing 
services,  and  are  therefore  "at  risk." 
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Cost-reimbuned  organizations  are 
paid  montbly  interim  per  capita 
payments  tbat  are  based  on  a  budget. 
L.ater.  a  retrospective  cost  settlement 
occurs  to  delennine  the  reasonable  costs 
actually  Incurred  by  the  organization  for 
the  covered  services  It  furnished  to  its 
Medicare  onrollees. 

C.  Medicaid 

Section  1903(m)  of  the  Act  specdGes 
requirements  that  must  be  met  for  States 
to  receive  Federal  Rnancial 
participation  (ITT)  for  their  contracts 
with  organizations  (HMOs  or  HIOs)  to 
provide  specific  arrays  of  services 
("comprenenslve  services")  on  a  risk 
basis,  either  directly  or  through 
arrangements.  Federal  Implementing 
regulations  for  these  contract 
requirements  and  conditions  for 
payment  are  located  at  42  CFR  pari  434. 

States  determine  the  per  capita 
monthly  rates  that  are  to  be  paid  to  risk- 
based  organizations.  FFP  is  available  for 
these  payments  at  the  matching  rate 
applicable  in  the  State  as  long  as  we 
determine  that;  (1)  the  HMO  or  HIO 
rales  are  actuarially  sound;  (2)  the  rates 
do  not  exceed  the  cost  of  providing  the 
same  scope  of  services  on  a  fee-for- 
service  basis,  to  an  actuarially 
equivalent  non-enrolled  population 
group;  and  (3)  the  contract  meets  the 
additional  requirements  at  42  CFK  part 
434  and  45  CFR  part  74. 

II.  LegialaliTe  History 

Section  g313(c)  of  the  Omnibus 
Budget  Reconciliation  Act  of  1986 
(OBRA  '86),  Pub.  L.  99-509,  enacted 
statutory  language  prohibiting  hospitals 
and  prepaid  health  care  organizations 
with  Medicare  or  Medicaid  risk 
contracts  from  knowingly  making 
incentive  payments  to  a  physician  as  an 
inducement  to  reduce  or  limit  services 
to  Medicare  beneficiaries  or  Medicaid 
recipients.  Under  OBRA  '86,  parties 
who  knowingly  made  or  accepted  such 
payments  would  have  been  subject  to 
specified  civil  money  penalties.  OBRA 
'66  also  required  that  the  Secretary 
report  on  Incentive  arrangements  In 
HMOs  and  CMPs. 

The  original  Implementation  date  for 
the  OBRA  '86  physician  incentive 
provisions  applicable  to  prepaid  health 
care  organizations  was  April  1. 1989. 
This  date  was  extended  by  section  4016 
of  the  Omnibus  Budget  Reconciliation 
Act  of  1987  (OBRA  '87).  Pub.  L.  100- 
203,  to  April  1. 1990.  SecUon  6207  of 
the  Omnibus  Budget  Reconciliation  Act 
of  1969  (OBRA  '89),  Pub.  L.  101-239, 
further  extended  the  date  to  April  1, 
1991.  Sections  4204(a)  and  4731  of  the 
Omnibus  Budget  Reconciliation  Act  of 
1990  (OBRA  '90),  Pub.  L.  101-508, 


repealed  the  prohibition  of  all  physician 
incentive  plans  in  prepaid  health  care 
organizations  and  enacted  requirements 
for  regulating  these  plans. 

Specifically,  section  4204(a)(1)  of 
OBRA  '90  amended  section  1876(1)  of 
the  Act  to  list  these  requirements,  which 
are  that  prepaid  health  care 
organizations  must: 

•  Not  operate  a  physician  incentive 
plan  that  directly  or  indirectly  makes 
specific  payments  to  a  physidan  or 

fihysiclan  group  as  an  inducement  to 
imit  or  reduce  medically  necessary 
services  to  a  specific  individual  eimilled 
with  the  organization; 

•  Disclose  to  HCFA  their  physidan 
incentive  plan  arrangements  In  such 
detail  as  to  allow  HCT'A  to  detennlne 
compliance  of  the  arrangements  with 
Departmental  regulations;  and 

•  In  instances  where  a  physician 
inceptive  plan  places  a  physician  or 
physidan  group  at  "substantial 
financial  risk"  (as  defined  by  the 
Secretary)  for  services  not  provided 
directly,  provide  the  physldans  or 
physician  groups  with  adequate  and 
appropriate  stop-loss  protection  (under 
standards  determined  by  the  Secretary), 
and  conduct  surveys  of  currently  and 
previously  enrolled  members  to  assess 
the  degree  of  access  to  services  and  the 
satisfaction  vrith  the  quality  of  services. 

Each  Medicare  risk  and  cost  contract 
must  provide  that  the  organization  may 
not  operate  a  physician  incentive  plan 
that  does  not  meet  the  requirements 
stated  above.  Section  4731  of  OBRA  '00 
enacted  similar  provisions  for  the 
Medicaid  program  by  amending  sections 
ig03(m)(2)(A)  and  ig03(m)(S)(A)  of  the 
Act. 

In  addition,  sections  4204(a)(2)  and 
4731(b)(2)  of  OBRA  '90  added  violaUons 
of  the  above  requirements  to  the  list  of 
violations  In  sections  1876(0(6)  and 
1903(m)(5)  of  the  Act  that  could  subject 
an  HMO,  CMP,  or  HIO  to  Intermediate 
sanctions  and  dvil  money  penalties. 
(On  July  22, 1991,  we  published  a 
Notice  of  Proposed  Rulemaking  (NPRM) 
that  described  these  Intermediate 
sanctions  and  civil  money  penalties  (see 
56  FK  33403).  For  clarity  and 
consistency,  we  are  republishing  certain 
sections  of  the  regulations  that  were 
proposed  in  the  July  22  NPRM  because 
we  are  proposing  to  revise  those 
regulations  to  incorporate  the  penalty 
provisions  of  this  proposed  rule.  See 
Section  V.  of  this  preamble,  Revisions  to 
the  Regulations,  for  the  specific  sections 
that  are  being  republished). 

III.  Diacusalon  of  Phytician  IncenUve 
Plana 

Effective  utilization  control  that 
identifies  both  under-  and  over- 


utilization  is  essential  for  the  effident 
operation  of  prepaid  health  care 
organizations.  A  prepaid  health  care 
organization  needs  to  minimize  over- 
utilization  of  services  not  only  to 
prevent  unnecessary  spending,  but  also 
to  reduce  the  risk  of  unnecessary  and 
Intrusive  procedures.  However,  a 
prepaid  health  care  organization  also 
needs  to  assure  that  all  medically 
necessary  services  are  provided  to 
protect  patient  health  and  to  prevent 
more  costly  care  later.  In  addition,  if  a 
prepaid  health  care  organization 
inappropriately  limits  care,  the 
organization  may  be  risking  Its 
reputation  and  jeopardizing  its  ability  to 
compete  in  the  marketplace.  Althou^ 

Grofessional  ethics,  risk  of  malpractice 
ability,  and  market  competition  help 
ensure  proper  utilization  of  services. 
Medicare  and  Medicaid  require  both 
cost-reimbursed  and  risk  organizations 
to  have  internal  quality  assurance 
programs,  external  quality  review  or 
medical  audits,  and  othe>  mechanisms 
to  ensure  proper  delivery  of  health  care 
services.  Medicare  and  Medicaid 
contracts  also  are  subject  to  periodic 
monitoring  for  compliance.  In  addition, 
the  July  22, 1991,  NPRM  on  civil  money 
penalties  and  intermediate  sanctions 
provides  for  sanctions  that  may  be 
imposed  when  an  HMO  or  CMP  fails 
substantially  to  provide  medically 
necessary  services. 

One  mechanism  many  prepa'd  health 
care  organizations  use  to  encourage 
proper  utilization  Is  a  financial 
incentive  as  part  of  a  physician 
Incentive  plan.  OBRA  '90  defines  a 
physician  Incentive  plan  as  any 
compensation  arrangement  between  an 
eligible  organization  and  a  physidan  or 
physidan  group  that  may  directly  or 
indirectly  have  the  effect  of  reducing  or 
limiting  services  provided  with  respect 
to  individuals  enrolled  with  the 
organization. 

A  review  and  analysis  of  physidan 
incentive  plans  In  a  sample  of  HMOs 
was  conduded  and  presented  in 
DHHS's  1990  Report  to  the  Congress. 
"Incentive  Arrangements  Offered  by 
Health  Maintenance  Organizations  and 
Competitive  Medical  Plans  to 
Physldans."  The  results  showed  a  vdde 
variety  of  incentive  plans.  There  were 
differences  tn  the  types  of  incentive 
payments,  the  distribution  of  Incentives, 
the  basis  for  determining  the  Incentive 
payments,  and  the  parties  or  entities  the 
incentives  affeded.  This  wide  variety  of 
physidan  incentive  plans  make  it 
difficult  to  develop  regulations  that  will 
apply  to  all  arrangements.  However, 
despite  the  differences,  the  Report 
examined  several  broad  categories  of 
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incenUve  arrangemenU,  which  we  have 
considered  in  developing  this  proposal. 

Physicians  In  prepaid  nealth  care 
organizations  generally  receive  fee-for- 
service  payments,  salary,  o.'  capitation 
payments  (a  set  dollar  amount  per 
patient)  for  the  services  they  provide. 
Financial  incentives  may  be  used  with 
the  various  types  of  physician  payments 
to  encourage  appropriate  levels  of 
referral  services.  Referral  services  are 
any  specialty,  inpatient,  outpatient,  or 
laboratory  services  that  a  physician 
arranges  but  does  not  provide  directly. 
Prepaid  health  care  oiganizations  may 
hold  physlclaTiS  or  physician  groups  at 
risk  for  all  or  a  portion  of  the  cost  of 
referral  services  to  that  ihey  have  a 
financial  incentive  to  arrange  for  the 
provision  of  only  medically  necessary 
services.  If  the  physician  or  physician 
group  successfully  controls  the  levels  of 
referral  services,  it  may  receive 
additional  compensation  (an  incentive 
payment)  from  the  prepaid  health  care 
organization.  The  incenUve  payment 
may  take  the  form  of  unusetf  capilation, 
n  returned  withhold,  or  a  bonus 
payment.  Each  of  these  methods  is 
described  below. 

A  capitation  payment  is  a  set  dollar 
amount  per  patient  per  month  that  a 
prepaid  health  core  organization  pays  to 
a  physician  or  physician  group  to  cover 
a  specifiod  set  of  services,  without 
regard  to  the  actual  number  of  services 
provided  to  each  person.  The  capitation 
may  cover  the  physician's  ovm  services, 
referral  services,  or  all  medical  services 
and/nr  administretive  costs.  If  patient 
costs  exceed  the  capitation  amount,  the 
physician  must  absorb  these  additional 
costs.  If  costs  are  below  the  capilation, 
the  physician  may  keep  the  additional 
money. 

V/ithholds  are  percentages  of 
payments  or  sat  dollar  amounts  that  a 
prepaid  health  care  organization 
deducts  from  each  physician's  or 
physician  group's  payment  (salary,  fees, 
or  capitation).  The  amount  withheld  is 
set  aside  In  pools  to  pay  for  specialty 
ruferral  services  and  inpatient  hospital 
services.  The  withhold  is  at  risk  because 
it  may  be  used  to  pay  for  referral 
services.  When  referral  costs  exceed  a 
prepaid  health  care  organization's 
budget,  part  or  all  of  the  withhold  may 
be  forfeited  depending  on  the  terms  of 
the  physician's  contract.  If  referral  costs 
do  not  exceed  the  celling,  part  or  all  of 
the  withhold  may  be  relumed  to  the 
physldan  or  physldan  group.  Some 
plans  limit  the  amount  of  the  risk  to  the 
withhold;  other*  hold  the  physician  or 
physician  group  liable  for  amounts 
beyond  the  amount  withheld. 
Withholds  ore  most  often  used  with  fee- 
for-sendce  or  capitation  payments. 


Bonuses  are  payments  prepaid  health 
care  organizations  make  to  a  physldan 
or  physician  group  beyond  the 
physidan's  set  salary,  fee-for-service 
payments,  or  capitation.  Bonuses  may 
be  based  on  a  physidan's  or  physldan 
group's  level  of  referral  services,  or  may 
be  independent  (e.g.,  based  on  the 
overall  performance  of  the 
organization).  This  system  is  most  often 
used  for  salaried  physicians  in  staff 
model  HMOs. 

If  the  physidan  or  physldan  group 
has  excessive  referrals  (as  defined  by  the 
prepaid  health  care  organization),  it  may 
not  receive  any  incentive  funds.  In 
addition,  the  prepaid  health  care 
organization  may  bold  the  physician  or 
physician  group  liable  for  referral  costs 
that  exceed  a  specified  threshold.  The 
prepaid  health  care  organization  may 
also  increase  the  physician's  or 
physician  group's  withhold  or  make 
other  changes  in  Its  incentive 
arrangements. 

Many  physician  incentive  plans 
incorporate  stop-loss  protection  to  limit 
the  liability  of  the  physldan  or 
physician  group.  Most  often,  the  stop- 
loss  protection  limits  a  physidan's 
maximum  liability  per  patient  to  a 
spedfic  dollar  amotmt.  For  example,  the 
organization  may  limit  a  physidan's 
liability  to  $5,000  per  patient  from  his 
or  her  withhold  fund,  even  if  adual 
charges  are  higher.  In  some  cases, 
prepaid  health  care  organizations  place 
an  aggregate  limit  on  the  liability  the 

fihysician  could  face.  Instead  of  limiting 
lability  to  $5,000  per  patient,  the 
organization  could  limit  total  liability 
for  all  patients  to  $25,000.  Stop-loss 
protection  Is  particularly  common  with 
capitation  arrangements. 

There  are  other  variables  that  may 
affect  the  amount  of  risk  or  the  Impad 
of  financial  incentives  on  physldans. 
For  example,  Incentive  payments  may 
be  calculated  according  to  each 
individual  physidan's  performance  or 
by  a  physician  group's  performance. 
liie  size  of  the  physician  group  will  also 
impact  the  Incentives.  Performance  may 
be  evaluated  over  a  long  or  short 
timeframe.  The  number  of  enrollees 
among  whom  the  risk  is  spread  and  the 
amount  of  total  Income  at  risk  vary.  In 
addition,  the  relative  health  status  of  the 
patients  Involved  Increases  risk  If  the 
enrollees  are  high  utilizers,  or  may 
result  In  lower  risk  If  the  enrollees  ore 
healthier  than  the  average  enroUee.  The 
percentage  of  the  physidan's  practice 
that  Is  made  up  of  HMO/CMP/HIO 
patients,  as  opposed  to  fee-fo^servIce 
patients.  Is  also  pertinent. 


rv.  Provialon*  of  the  Physiclmn 
IncentlTa  PUn  Requirements 

Section  9313(c)  of  OBRA  '86 
prohibited  prepaid  health  care 
organizations  with  Medicare  or 
Medicaid  risk  contracts  from  knowingly 
making  incentive  payments  to  a 

Ehysidan  as  an  Inducement  to  reduce  or 
mit  services  to  Medicare  beneficiaries 
or  Medicaid  redplents.  However, 
research  conducted  by  DHHS, 
subsequent  to  the  OBRA  '66  prohibition, 
failed  to  find  a  link  between  the  quaUty 
of  care  provided  under  the  Medicare 
and  Medicaid  programs  and  the 
structure  of  physidan  incentive  plans. 
Similarly,  otiier  researchers  have  foimd 
no  linkage.  Despite  the  lack  of  evidence, 
however,  various  media  sources  have 
alluded  to  quality  problems  related  to 
physician  incentive  payments. 

Sections  4204(a)  and  4731  of  OBRA 
'90  repealed  the  OBRA  '86  prohibition 
of  physidan  Incentive  plans  in  HMOs 
and,  instead,  required  uiat  physician 
incentive  plans  be  regulated.  'To 
implement  this  legislation  for  Medicare, 
we  are  proposing  to  impose  a  new 
centred  requirement  pertaining  to 
physician  incentive  plans.  For 
Medicaid,  we  are  proposing  new 
requirements  for  the  granting  of  FFP  for 
State  Medicaid  agency  contrads  with 
HMOs  and  KIOs.  These  requirements 
address: 

•  The  scope  of  the  regulation; 

•  Disclosure  requirements; 

•  Criteria  for  the  determination  of 
substantial  financial  risk; 

•  Requirements  for  physldan 
Incentive  plans  that  place  physldans  at 
substantial  finondal  risk; 

•  Prohibitions  on  certain  physldan 
payments;  and 

•  Penalties. 

Each  category  of  requirements  Is 
discussed  individually  below. 

We  are  proposing  regulations,  os 
required  by  OBRA  '90,  and  after 
extensive  consultation  with  the  HMO 
Industry,  which  we  believe  establish 
risk  thresholds  that  ore  within  the 
bounds  of  current  Industry  practice* 
and  do  not  unduly  restrict  prepaid 
health  care  organizations'  operational 
flaxibiltly.  However,  If  new  Information 
regarding  the  influence  of  varioiu 
elements  of  physidan  incentive  plans 
becomes  available,  we  will  evaluate  it  to 
determine  If  the  approach  In  our 
proposed  reRulations  should  be 
reconsidered. 

A.  Scope 

These  proposed  regulations  apply  to 
all  Medicare-  or  Medicatd-contracting 
HMOs,  CMPs,  and  HIOs  vtrith  physidan 
incenUve  plans.  A  physldan  Incentive 
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plan  ii  any  compensation  arrangement 
between  an  HMO,  CMP,  or  HIO  and  a 
phyalcian  or  a  phyaldan  group  that  may 
directly  or  Indirectly  have  the  effect  of 
limiting  or  reducing  services  provided 
to  enroTlees. 

We  are  proposing  to  apply  these 
requirements  only  to  physician 
incentive  plans  that  base  Incentive 
payments  (In  whole  or  in  part)  on 
services  provided  to  Medicare 
beneficiaries  or  Medicaid  recipients.  We 
are  proposing  to  limit  the  scope  of  the 
requirements  based  on  the  fact  that 
sections  4204(a)(2)  and  4731  of  OBRA 
'SO  amended  sections  1876  and  1003(m) 
of  the  Act,  which  govern  Medicare  and 
Medicaid  contracts,  but  did  not  amend 
title  Xm  of  the  Public  Health  Service 
Act,  which  governs  all  Federally- 
qualified  HMOs.  In  addition,  violations 
of  the  physidan  Incentive  plan 
requirements  may  result  In  dvll  money 
penalties  and/or  intermediate  sanctions 
which  only  affect  a  plan's  payment  for, 
or  ability  to  enroll  Medicare 
beneficiaries  or  Medicaid  recipients.  We 
believe  that  these  facts,  taken  together, 
reflect  Congressional  Intent  that  this 
legislation  apply  only  to  Medicare  and 
Medicaid  enroUees  of  prepaid  health 
care  organizations. 

We  considered  making  these 
proposed  regulations  applicable  to  all 
physician  incentive  arrangements  in 
HMOs,  CMPs,  and  HIOs  (including 
arrangements  that  affected  only 
commercial  enrollees],  instead  of 
limiting  It  to  anangements  that  affect 
only  Medicare  beneficiaries  and 
Medicaid  recipients.  The  statutory 
language  uses  the  term  "individuals 
enrolled  with  the  organization,"  which 
could  be  Interpreted  as  all  of  an 
organization's  enrollees,  not  just 
Medicare  or  Medicaid  enrollees  as 
proposed  In  this  rule.  We  are 
specifically  seeking  comments  regarding 
the  proposed  scope  of  the  regulations. 

B.  Disclosure 

We  are  proposing  that  an  HMO,  CMP 
or  HIO  disclose  to  HCFA  (for  Medicare) 
or  to  the  State  Medicaid  agency  (for 
Medicaid)  aufficlent  information  on 
physician  incentive  plans  that  affect 
Medicare  benefidarles  or  Medicaid 
recipients  so  that  HCFA  or  States  may 
determine  whether  the  organization  is 
In  compliance  with  our  proposed 
requtramenls.  We  are  proposing  that  the 
organization  submit  the  information — 

•  When  It  applies  for  a  contrad; 

•  When  It  applies  for  a  service  area 
expansion  (for  Medicare); 

•  Thirty  calendar  days  before  a 
change  In  its  incentive  plan;  or 


•  Within  30  calendar  days  of  a 
request  bv  HCFA  (for  Medicare)  or  the 
State  Medicaid  agency  (for  Medicaid). 

In  addition,  we  are  proposing  a  one- 
time disclosure  requirement  lus  one- 
time disclosure  would  require 
organizations  that  have  Medicare  or 
Medicaid  contracts  in  effed  when  this 
proposal  Is  published  as  a  final  rule  to 
submit  the  required  information  within 
30  days  from  the  effective  date  of  the 
final  rule. 

Under  our  proposed  disdosure 
requirements,  an  organization  must 
submit  details  about  any  incentive  plan 
that  affeds  Medicare  benefldaries  or 
Medicaid  recipients  to  HCFA  (for 
Medicare)  or  to  the  Slate  Medicaid 
agency  (for  Medicaid)  so  that  these 
agencies  may  determine  whether  the 
plan  meets  all  other  proposed 
requirements  for  physician  incentive 
plans.  All  organizations  must  submit 
sufficient  Information  to  determine 
whether  the  physician  incentive  plan 
Includes  the  prohiblled  arrangemenia 
proposed  at  S  417.479(c)  and  whether 
the  plan  placea  phyalclans  or  physidan 
groups  at  substantial  financial  riak,  as 
defined  In  proposed  $  417.479(d). 
Organizations  that  hold  physicians  or 
phvsldan  groups  at  substantial  financial 
risk  must  also  submit  suffident  details 
regarding  their  enrollee  aurveya  and 
atop-loaa  protection  so  that  HCFA  (for 
Medicare)  or  the  State  Medicaid  agency 
(for  Medicaid)  can  determine  that  they 
comply  with  the  proposed  standards.  If 
HCFA  or  the  State  Medicaid  agency 
determines  that  the  information  the 
organization  supplies  is  Insufficient,  the 
organization  will  be  required  to  supply 
additional  information  within  30  days 
of  receipt  of  written  notification. 

For  Medicare  contracting  HMOs  and 
CMPs,  we  considered  reviewing  the 
physician  Incentive  plans  only  at  the 
time  of  site  visits,  which  HCFA 
conduds  at  least  every  2  years. 
However,  If  a  prepaid  health  care 
organization  changed  its  physidan 
Incentive  plan  shortly  after  a  site  visit, 
we  may  not  learn  of  the  new 
compensation  anangements  for  2  years. 
Requiring  disclosure  of  material  30  days 
before  a  change  In  the  physidan 
incentive  plan  will  ensure  that  we  have 
current  Information.  It  also  will 
facilitate  quick  correction  of  plans  if  an 
organization  is  found  out  of  compliance. 
Because  HMOs  and  CMPs  usually  do 
not  change  their  Incentive  plans  more 
often  than  annually,  we  do  not  believe 
that  this  requirement  will  be  unduly 
burdensome. 

We  also  considered  not  requiring 
submission  of  the  physidan  incentive 
plan  each  time  It  was  substantially 
changed.  However,  we  believe  that  It  is 


important  to  maintain  current 
information  on  the  Incentive  plans.  We 
also  believe  thst  this  requirement  is 
consistent  with  Congressional  intent 
that  HCFA  be  apprised  of  the  spedflcs 
of  an  organization's  current  physidan 
incentive  plans. 

C.  SubstonUal  Financial  Risk 

We  are  proposing  that  a  physidan  or 
physidan  group  be  considered  to  be  at 
substantialflnandal  risk  if  more  than  a 
spedBed  percentage  (the  risk  threshold) 
of  the  prepaid  health  care  organization's 
total  potential  payments  to  the 
physidan  or  physidan  group  is  at  risk, 
and  the  risk  is  based  on  the  costs  of 
services  the  physidan  or  physidan 
group  does  not  provide  (e.g..  referrals  to 
spedalists  or  the  costs  of  inpatient  care). 
For  purposes  of  determining  substantial 
financial  risk,  we  are  defining  payments 
as  any  amounts  the  organization  pays 
physldans  or  physlclsn  groups  for 
services  they  provide,  plus  amounts 

fiaid  for  sdministratlon  and  controlling 
evels  or  coats  of  referral  services. 
Payments  do  not  Include  bonuses  or 
other  forms  of  compensation  that  are  not 
based  on  referral  levels  (such  as  bonuses 
based  solely  on  quality  of  care  provided, 
patient  satisfaction,  and  overall  plan 
performance). 

"At  risk"  means  amounts  that  a 
physician  or  physidan  group  may  or 
may  not  receive  due  to  ladors  other 
than  the  number  of  patients  served  (for 
capitated  physidsns),  houn  worked  (for 
salaried  phvsldan),  or  services 
performed  by  the  physician  (for  fee-for- 
service  physidans).  For  example,  an 
amount  would  be  "at  risk"  If  Its  receipt 
depended  on  the  status  of  the  pool  for 
referral  services  at  a  spedfied  time. 
Under  this  proposed  rule,  the  risk 
threshold  that  determines  substantial 
financial  risk  depends  on  the  frequency 
with  which  the  health  plan  assesses  or 
distributes  Incentive  psyments.  The  risk 
threshold  we  are  proposing  for 
substantial  risk  for  prepaid  health  care 
organizations  that  assess  or  distribute 
Incentive  payments  no  more  ofien  than 
annuallv  is  25  percent.  The  risk 
threshold  we  propose  for  prepaid  health 
care  organizations  that  assess  or 
distribute  incentive  payments  more 
often  than  annually  is  15  percent.  The 
term  "assess"  means  the  final 
calculation  of  the  incentive  payment, 
after  which  further  actions  by  the 
physidan  or  physidan  group  will  not 
affed  the  Incentive  payment  for  the 
period  being  assessed.  An  Incentive 
payment  assessment  does  not  Indude 
physidan  profiles  or  updates  that 
inform  providers  of  their  performance 
under  an  Incentive  plan  If  the  period 
being  assessed  has  not  expired. 
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Because  pbyslciuii  and  physician 
groups  voluntarily  agree  to  partidpata 
in  financial  incentive  arrangements,  we 
are  proposing  an  outlier  approach  In 
determining  substantial  financial  risk. 
The  DHHS  Report  to  the  Congress 
identified  25  percent  and  30  percent  a* 
the  upper  ranges  of  withholds  used 
under  typical  drcumstancos.  In 
addition,  the  Group  Health  Assodatlon 
of  America  identified  the  median 
vdthhold  percentage  as  20  percent 
(GHAA  Research  Brief,  Nov.  1987). 
Thus,  our  proposed  rule  establishes  two 
thresholds  for  determining  when 
substantial  financial  risk  exists:  (1)  25 
percent  of  physidan  or  physldan  group 
payments  from  prepaid  health  care 
organizations  that  assess  or  distribute 
Incentive  payments  no  more  often  than 
annually;  and  (2)  15  percent  when  the 
assessment  or  distribution  occurs  more 
often  than  on  an  annual  basis.  Further, 
we  believe  that  an  outlier  approach  Is 
appropriate  since  there  is  no  evidence 
that  conventional  physidan  Incentive 
plans  (as  discussed  In  DHHS's  1990 
Report  to  the  Congress)  have  reduced 
access  or  caused  quality  of  care 
problems. 

It  is  also  Important  to  note  that 
physidan  financial  Incentives  do  not 
work  In  Isolation.  There  are  other 
factors,  such  as  the  threat  of 
malpradlce,  quality  assurance 
programs,  peer  review,  and  professional 
ethics,  that  work  In  conjunction  with 
nnancial  Incentive  plans  to  ensure  that 
the  appropriate  level  of  services  is 
provided. 

1.  Substantial  Financial  Risk  When 
Incentive  Payments  are  Assessed  No 
More  Than  Annually 

We  believe  that  allowing  possible 
forfeiture  of  up  to  25  percent  of  a 
physldan's  or  physician  group's 
payments  (as  defined  in  S  417.479(b))  is 
reasonable  for  purposes  of  determining 
whether  substantial  financial  risk  exists 
when  Incentive  payments  are  made  no 
more  often  than  annually.  As  stated  in 
DHHS's  Report  to  the  Congress 
concerning  physician  Incentive  plans,  a 
large  proportion  of  physicians  In  fee-for- 
servlce  have  bad  debts  ranging  from  10 
to  20  percent  (i.e.,  bills  never  collected) 
and  many  have  voluntarily  reduced 
their  fees  as  much  as  20  to  25  percent 
below  their  usual  charges  for  seleded 
patients.  Therefore,  financial  Incentive 
plana  that  place  physicians  or  physidan 
groups  at  risk  for  25  percent  of^ their 
payments  from  prepaid  health  cars 
organizations  would  appear  to  be  of  the 
same  magnitude  as  the  reduction  In 
payments  many  physicians  voluntarily 
accept  in  return  for  increased  volume 
and  protection  against  bad  debt,  and  in 


response  to  marketplace  competition. 
(See  DHHS's  1990  Report  to  the 
Congress,  p.  V-37.) 

The  DHHS  Report  to  the  Congresa  also 
noted  that  prepaid  health  care 
organization  pnysldan*  may  perceive 
withholds  as  discounts.  The  Report 
states  that  "in  many  cases  there  is  no 
expedation  that  more  than  some  amall 
proportion  of  the  withhold  will  ever  be 
paid.  It  can  be  argued  that  in  these 
drcumstances  the  withholds  are  in 
effed  discounts .  .  ,".  (See  p.  V-37) 
The  withhold  is  often  used  to  cover 
unanticipated  expenses  and  is  usually 
returned  only  If  tnere  are  plan 
surpluses. 

Often,  prepaid  health  care 
organizations  use  more  than  one  type  of 
compensation  arrangement.  If  more  than 
one  type  of  arrangement  Is  used,  we  will 
consider  all  the  different  risk 
arrangements  placed  on  physicians  or 
physician  groups  to  determine  whether 
they  collectively  exceed  the  25-percent 
threshold.  For  example.  If  an 
organization's  payments  Included 
withholds  and  bonuses,  physicians  or 
physidan  groups  would  be  at 
substantial  financial  risk  if  the 
combined  witlihold  amounts  and 
potential  bonuses  comprised  more  than 
25  percent  of  their  total  potential 
payments  from  the  plan. 

we  would  apply  the  25-percent  risk 
threshold  as  follows: 

a.  W;(/i/io/d»— Withholds  on 
payments  to  physicians  or  physician 
groups  to  cover  referral  services  put 
them  at  substantial  finandal  risk  when: 

•  The  withholds  are  greater  than  25 
percent  of  payments  for  services  they 
provide  diredly  and  administrative 
costs:  or 

•  The  withholds  are  25  percent  or 
less,  but  the  physidana  or  physician 
groups  are  liable  for  amounts  over  the 
2S-percent  threshold. 

Iliis  would  Include  withholds  greater 
than  25  percent  that  an  organization 
Imposes  because  a  physidan  repeatedly 
makes  referrals  for  services  that  are  not 
medically  necessary.  We  emphasize, 
however,  that  physidans  would  only  be 
considered  to  be  at  substantial  finandal 
risk  If  they  are  at  risk  for  services  they 
do  not  provide. 

Example  I:  An  organization's  annual 
payment  to  a  physician  for  his  or  her 
services  and  administration  total 
$100,000  and  the  organization 
withholds  25  percent  (or  $25,000)  to 
cover  deficits  In  the  referral  or  Inpatient 
hospital  pool.  The  organization  does  not 
hold  the  physician  liable  for  referral 
costs  that  exceed  the  withhold.  The 
physician  Is  not  at  substantial  financial 
risk  because  he  or  she  was  not  at  risk 
for  more  than  25  percent  of  payments. 


Example  2:  An  organization's  annual 
paymaot*  to  a  physidan  total  $100,000 
and  the  organization  impoee*  a  20- 
percent  withhold  ($20,000)  for  referrals, 
in  addition,  the  organization  hold*  the 
physidan  liable  for  up  to  $5,000  of  any 
referral  cost*  not  cover«d  by  the 
withhold.  The  physldan's  referrals  total 
$35,000.  That  la,  the  physldan'a  referral 
coats  exceed  the  withhold  bv  $15,000. 
However,  the  organization  does  not  hold 
Its  physidans  liable  for  amounts  over  25 
percent  of  their  payments.  Since  the 
physidan  is  not  liable  for  amount*  over 
25  percent  of  payment*  ($25,000),  the 
physidan  is  not  at  substantial  finandal 
risk.  Had  the  organization  held  the 
physidan  liable  for  all  amounts  over  the 
withhold  (rather  than  limiting  such 
liability  to  $5,000  for  referral  coats  not 
Included  in  the  20-percent  withhold), 
the  physician  would  have  lost  an 
additional  $15,000  (or  $10,000  more 
than  the  25-percent  risk  threshold),  and 
would  have  been  at  "substantial 
financial  risk"  because  the  physldan's 
referral  costs  of  $35,000  exceeded  25 
percent  of  payments. 

6.  Bonuses — Bonuses  are  of  concern 
only  when  they  are  based  on  levels  of 
referral  services  arranged  by  physidans 
or  physician  groups.  We  believe  that 
bonuses  that  represent  a  considerable 
portion  of  a  physician's  paymenta  from 
an  organization  potentially  provide  the 
same  incentives  to  limit  services  as 
withholds.  This  is  true  particularly 
aince  many  physicians  do  not  exped  to 
receive  their  withholds  back,  and 
perceive  return  of  all  or  a  portion  of  a 
vrithhold  as  a  bonus.  Therefore,  we  are 

firoposing  to  treat  bonuses  based  on 
evels  of  referral  services  comparable  to 
withholds. 

Thus,  we  propose  that  substantial 
financial  risk  exists  If  bonuses  represent 
an  additional  payment  greater  than  33 
percent  of  the  total  amount  the 
organization  would  pay  the  physidan  or 
physidan  group  for  services  provided 
diredly  and  for  administrative  costs  if 
the  bonus  was  not  paid.  The  effed  of 
this  limit  is  to  ensure  that  no  more  than 
25  percent  of  a  physldan'a  total 
potential  income  Is  contingent  on  the 
status  of  the  referral  pool  at  the  end  of 
a  spedfied  period. 

Thus,  this  proposal  consistently  limits 
liability  of  physidana  or  physidan 
groups  for  referral  services  to  25  percent 
of  payments  received  from  an 
organization.  Similarly,  It  limit* 
bonuses  based  on  a  physldan's  or 
physidan  group's  referral  levels.  The 
objedive  Is  to  treat  compensation 
arrangements  that  are  based  on 
utilization  fadors  similarly.  To  the 
extent  that  surpluses  or  defidts  accrue 
in  risk  poola  that  cover  reCarrals  and 
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inpatient  care,  Indivlduali  (ubject  to 
withholds  and  bonuses  would  be  treated 
comparably  in  the  distribution  of  the 
surpluses  or  deficits.  Bonuses  that  are 
not  based  on  utilization  will  be 
evaluated  to  determine  if  they  meet  the 
definition  of  a  pbysidan  incentive  plan 
as  defined  in  section  4202(a)  of  OBRA 
"90. 

Example:  An  organization's  annual 
payments  to  a  physidan  total  $75,000. 
if  the  physidan  does  not  exceed 
utilization  targets  for  referral  and 
inpatient  hospital  services,  he  or  she  Is 
eligible  for  a  $25,000  bonus  (33  percent 
of  $75,000).  The  physician  is  not  at 
substontial  financial  risk  because  the 
bonus  did  not  exceed  33  percent  of 
payments. 

c.  Combination  Withhold  and 
Bonuses — We  are  proposing  that,  if  a 
physician  incentive  plan  consists  of 
both  withholds  and  bonuses  as 
incentives  to  provide  appropriate 
utilization,  the  organization  must  ensure 
that  no  more  than  25  percent  of  the  total 
potential  payments  to  the  physicians  or 
physician  groups  is  contingent  on  the 
cost  of  referral  services.  Stated  another 
way,  the  amount  of  the  payment 
without  the  withheld  amount  and  the 
bonus  must  be  at  least  75  percent  of  the 
total  amount  of  the  payments,  including 
the  withhold  and  bonus. 

There  are  two  methods  by  which  an 
organization  may  determine  the 
appropriate  bonus  for  any  given 
withhold.  Both  methods  will  result  In 
the  same  withhold  and  bonus 
percentages.  In  the  first  method,  the 
organization  calculates  the  withhold's 
portion  of  25  percent.  Then,  using  the 
remaining  percentage,  the  organization 
prorates  Uie  33  percent  allowed  for  the 
bonus.  In  the  second  method,  the 
organization  enters  the  withhold 
percentage  In  the  following  equation: 
(Withhold  %)  -  -0.75(Bonus  %)  +  25%. 

Example:  An  organization  withholds 
20  percent  of  its  payments  to  a 
physician  under  a  contract  that  provides 
for  the  return  of  withholds  plus 
bonuses.  It  wants  to  calculate  the 
maximum  bonus.  By  method  1,  the 
organization  calculates  that  20  percent 
Is  four-fifths  of  25  percent.  The  - 

organization  prorates  the  33  percent 
threshold  (1/5  x  33  percent)  to  calculate 
that  it  cannot  give  more  than  a  6.6- 
percent  bonus  without  putting  the 
physician  at  substantial  financial  risk. 
By  method  2,  the  organization  puts  the 
withhold  percentage  In  the  equation: 

(20%)  -  -0.7S(Bonus  %)  +  25%.  This  also 
calculates  to  be  6.6  percent. 

d.  Capitation — We  are  proposing  that 
If  an  organization  uses  withholds  or 
bonuses  in  conjunction  with  capitation 


payments  that  cover  the  costs  of  services 
provided  directly  and  administrative 
costs,  the  requirements  pertaining  to 
withholds  or  bonuses  would  apply.  If 
the  organization  uses  only  capitation 
and  capltates  Its  physldans  for  referral 
services,  as  well  as  for  the  services  they 
provide  diredly,  the  physidan  or 
physician  group  would  not  be 
consideredat  "substantial  finandal 
risk"  If— 

•  The  organization  specifies  In  the 
physician's  or  physician  group's 
contract; 

•  The  maximum  possible  payments 
to  be  made  under  the  capitation  plan.  If 
referral  costs  are  low,  and 

+  The  minimum  possible  payments 
to  be  made  under  the  capitation  plan,  if 
referral  costs  are  high;  and 

•  The  difference  between  the 
maximum  and  minimum  payments 
based  on  referral  levels  Is  no  more  than 
25  percent  of  the  maximum  payment. 
This  Is  consistent  with  the  threshold  for 
withhold  and  bonus  incentives. 

The  contract  could  either  specify 
actual  dollar  amounts  or  a  calculation 
from  which  HCFA  or  States  could 
determine  that  the  payment  would  meet 
the  lest.  For  example,  the  organization 
could  state  that  the  maximum  payment 
would  be  $100  x  (the  number  of 
patients)  for  low  referrals  and  the 
minimum  payment  would  be  $75  x  (the 
number  of  patients)  for  high  referrals.  If 
the  organization  does  not  clearly  state 
the  physician's  or  physician  group's  risk 
In  the  centred,  as  expressed  in 
maximum  and  minimum  payments  to 
the  physician  or  physician  group,  the 
incentive  plan  would  be  considered  as 
"substintlal  financial  risk." 

In  examples  1  and  2,  an  organization 
capltates  a  physician  for  all  medical 
services  at  $200,000  annually.  This 
capitation  Includes  $100,000  for  the 
services  the  physician  provides  directly 
and  $100,000  for  referral  services. 

Example  I:  The  organization  pays  for 
all  referral  services  if  the  total  cost  of 
referral  services  exceeds  $100,000.  In 
other  words,  none  of  the  physician's 
capitation  for  his  ovtrn  services  is  at  risk. 
In  addition,  the  HMO  allows  the 
physician  to  retain  up  to  $33,000  of  the 
unused  capitation  for  referral  services. 
The  contrad  clearly  states  that: 

•  Regardless  of  the  level  of  referral 
services,  the  physician  will  retain  the 
capitation  of  $100,000  for  services 
provided  directly. 

•  If  referrals  are  lower  than 
anticipated,  the  physician  may  retain 
onlv  the  first  $33,000  of  savings.  The 
highest  possible  payments  from  the 
HMO  would  be  $133,000. 

The  amount  at  risk  would  be  $133,000 
minus  $100,000,  or  $33,000,  which  is 


24.8  percent  of  $133,000.  Therefore,  the 
physidan  Is  not  at  substantial  finandal 
risk. 

Example  2:  The  organization  does  not 
allow  the  physidan  to  retain  any 
savings  from  the  referral  account.  If 
referrals  cost  less  than  $100,000,  the 
pbysidan  must  return  the  remainder  of 
the  referral  account  to  the  HMO.  If  the 
referral  cost*  are  more  than  $100,000, 
the  physidan  may  be  liable  for  up  to  25 
percent  of  the  capitation  for  his  own 
services.  The  contrad  clearly  stales  that: 

•  If  referrals  exceed  $125,000,  the 
physidan  will  receive  no  less  than 
$75,000. 

•  If  referrals  ere  less  than  $100,000, 
the  physidan  will  receive  no  more  than 
$100,000. 

Since  the  difference  ($25,000) 
between  the  highest  possible  payments 
($100,000)  and  the  lowest  possible 
payments  ($75,000)  Is  no  more  than  25 
percent  of  the  maximum  payments,  the 
physician  is  not  at  substantial  financial 
risk. 

Example  3:  The  organization  pays  Its 
physicians  $200/patient/month  for  all 
health  care  services.  Of  that  amount, 
$110  of  the  capitation  cover  the  services 
the  physician  provides  diredly  and  the 
remaining  $90  cover  the  costs  of  the 
referral  services.  The  health  plan 
specifies  In  its  physician  contracts  that: 

•  The  health  plan  will  pay  stop-loss 
proledion  for  the  physician  if  referral 
costs  average  more  than  $100  per 
patient.  In  other  words,  the  physician 
will  receive  at  least  $100/patient/month. 

•  Physidans  may  retain  only  up  to 
$23/patlent/month,  if  referral  costs 
average  less  than  $90/patient/month.  In 
other  words,  the  physidan  will  not 
retain  more  than  $133/palienl/month. 

The  difference  between  the  highest 
possible  payments  ($133/patlent/month 
X  the  number  of  patients)  and  the  lowest 
possible  payments  ($100/patlentymonth) 
Is  $33/patient/month.  This  Is  24.8 
percent  of  the  highest  possible 
payments.  Therefore  the  physidan  is 
not  at  substantial  financial  risk. 

Arrangements  that  do  not  fit  the  above 
descriptions  do  not  automatically  put 
physidans  at  substantial  finandal  risk. 
However,  the  organization  must  ensure 
that  no  more  than  25  percent  of  the  total 
payments  to  the  physician  or  physidan 
group  for  services  provided  diredly  and 
for  administrative  costs  are  at  risk  based 
on  levels  of  referral  services.  Risk  may 
exceed  the  threshold  if  stop-loss  is 
provided  and  surveys  are  conduded. 

2.  Substantial  Finandal  Risk  When 
Incentive  Payments  Are  Assessed  More 
Often  Than  Annually 

We  are  proposing  a  lower  risk 
threshold  (IS  percent)  for  incentive 
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plans  that  aasasa  or  distribute  incentive 
payments  more  than  ones  a  year.  As 
noted  In  the  DHHS  Report  to  the 
Congress,  referenced  above,  and  In  the 
General  Accounting  Office's  (GAO's) 
Report  to  the  Congress,  "Medicare: 
Physician  Incentive  Payments  by 
Prepaid  Health  Plans  Could  Lower 
Quality  of  Care,"  the  shorter  the 
timeframe  over  which  incentive 
arrangements  assess  a  physician's  or 
physician  group's  peKormance,  the 
more  influence  the  incentive 
arrangement  will  have.  This  is  because 
physicians  or  physician  groups  have 
fewer  patients  in  a  short  timeframe  over 
which  to  spread  the  risk  of  expensive 
treatment  than  in  a  long  timeframe. 
Since  these  types  of  arrangements  have 
the  potential  to  have  a  stronger 
influence  on  physician  behavior,  we 
believe  that  the  lower  risk  threshold  is 
appropriate. 

We  would  apply  the  15-percent  risk 
threshold  in  the  same  manner  as  we 
propose  to  apply  the  2S-percent  risk 
threshold  for  incentive  payments.  As  a 
reminder,  the  risk  threshold  applies 
only  if  the  risk  is  based  on  a  pnyslclan's 
or  physician  group's  levels  or  costs  of 
referral  services.  Specincally,  we  would 
Implement  the  IS-percent  risk  threshold 
as  follows: 

a.  Wit/i/io/ds— Withholds  meet  the 
risk  threshold  if: 

•  The  withhold  is  greater  than  15 
percent  of  p».>Tr.9nts  for  services  the 
physiciau  or  physician  group  provides 
directly  plus  administrative  costs;  or 

•  The  withhold  is  IS  percent  of 
payments  or  less,  but  the  physician  or 
physician  group  is  liable  for  referral 
amounts  over  the  15-percent  threshold. 

b.  Bonuses — Bonuses  would  exceed 
the  risk  threshold  level  If  they  represent 
more  than  17.6  percent  of  the  payments 
for  administrative  costs  and  services 
provided  directly.  Stated  another  way, 
bonuses  would  exceed  the  risk 
tlireshold  if  they  exceeded  15  percent  of 
the  total  of  the  payments  plus  the 
bonus. 

c.  Combination  Withhold  and 
Bonuses — If  a  physician  Incentive  plan 
uses  both  wlthnolds  and  bonuses,  the 
organization  must  ensure  that  the 

fihyslcian's  or  physician  group's 
lability  Is  no  mora  than  15  percent  of 
their  total  payments.  Stated  another 
way,  the  amount  of  the  payments 
wiUiout  the  withheld  amount  and  the 
bonus  must  be  at  least  85  percent  of  the 
amount  of  the  payments  Including  the 
withhold  and  Uie  bonus. 

The  organization  may  determine  the 
appropriate  bonus  for  any  given 
withhold  by  two  methods.  First,  the 
organization  may  use  the  prorating 
method.  This  method  is  discussed 


earlier  In  this  preamble  lii  the  section 
entitled  "Substantial  Financial  Risk 
When  Incentive  Puyments  Are  Assessed 
No  More  Than  Annually."  Second,  the 
organization  may  enter  the  withhold 
percentage  In  the  following  equation: 

(Withhold  %)  >  -O.SS  (Bonus  %)  *  1S%. 

d.  Capitation — U  an  organization  uses 
withholds  or  bonuses  in  conjunction 
with  capitation  that  covere  the  costs  of 
services  provided  directly  plus 
administrative  costs,  the  requirements 
pertaining  to  withholds  or  bonuses 
would  apply.  If  the  organization  uses 
capitation  for  referral  services,  we 
would  evaluate  the  arrangement  as 
discussed  earlier  In  this  preamble  under 
the  section  entitled  "Substantial 
Financial  Risk  When  Incentive 
Payments  Are  Assessed  No  More  Than 
Annually."  The  only  difference  would 
be  that  we  would  consider  physicians 
and  physician  groups  to  be  at 
substantial  Rnancial  risk  once  their  risk 
exceeded  15  percent  of  payments,  as 
compared  to  the  25-percent  risk 
threshold. 

Arrangements  that  are  not  discussed 
In  the  preceding  categories  are  not 
automatically  assumed  to  create 
substantial  Gnanclal  risk.  However,  the 
organization  must  ensure  that  no  more 
than  IS  percent  of  the  total  payments  to 
the  physician  or  physician  group  are  at 
risk  based  on  referral  services. 
Otherwise,  the  requirements  to  provide 
stop-loss  protection  and  conduct 
periodic  surveys  under  section 
187e(i)(8)(A)(ll)  of  the  Act  will  apply. 

3.  Other  Options  Considered  for 
Deflning  Substantial  Financial  Risk 

In  addition  to  the  definition  presented 
in  this  NPRM,  we  considered  several 
other  options  for  defining  substantial 
financial  risk.  We  considered 
alternatives  that  would  address  many 
factors,  in  addition  to  the  frequency  of 
risk  assessment,  that  affect  the  impact  of 
the  strength  of  incentive  arrangements. 
First,  we  considered  rating  each  factor 
that  could  influence  an  incentive  plan. 
The  organization's  risk  threshold  would 
be  the  lowest  risk  threshold  rating 
among  its  varying  factors.  For  example, 
HCFA  could  rate  the  substantial 
financial  risk  threshold  for  Factor  A 
(less  than  5  physicians  In  a  group)  at  15 
percent  and  Factor  B  (less  than  250 
prepaid  health  care  organization 
patients)  at  10  percent.  An  organization 
with  no  factors  would  have  a  threshold 
of  25  percent.  An  organization  with 
Factor  A  would  have  a  threshold  of  IS 
percent.  An  oreonlzation  with  Factor  B 
would  have  a  threshold  of  10  percent. 
An  organization  with  both  Factors  A 
and  B  would  also  have  a  threshold  of  10 


percent,  because  the  threshold  of 
incentive  plans  with  multiple  factors 
would  be  the  threshold  of  the  lowest 
individual  factor  (in  this  case.  Factor  B, 
with  a  10-percent  threshold). 

One  speciSc  factor  we  considered  was 
the  size  of  the  physician's  or  physidan 
group's  patient  panel.  The  use  of  a 
percentage  risk  will  have  varying  effects 
on  small  and  large  patient  panels.  The 
following  examples  demonstrate  these 
effects.  In  examples  a.  and  b.,  the 
physician's  total  Income  Is  $100,000; 
the  total  patient  panel  is  1,000  patients; 
the  HMO  pays  SlOO/ patient/year;  and 
the  risk  Incentive  Is  25  percent. 

a.  Individual  Physician.  100  HMO 
patients 

Physician's  Income  from  HMO  ■ 
$10,000  (one-tenth  of  total  income) 

Total  dollare  at  risk  -  S2,500  (25%  of 
$10,000) 

Total  Income  at  risk  •  2.5% 

b.  Individual  Physician,  1,000  HMO 
patients 

Physician's  income  from  HMO  « 
$100,000  (all  Income  is  from  HMO) 

Total  dollara  at  risk  >  $25,000 

Total  Income  at  risk  ■  25% 
In  examples  c.  and  d.,  there  are  10 

physicians  in  the  group,  each  sees  1,000 

patients  (total  panel  ^  10,000  patients). 

As  above,  the  HMO  pays  $100/patlent/ 

year  and  the  risk  incentive  Is  25  percent. 

The  physician  group's  total  Income  is 

$1,000,000. 

c.  Physician  Group.  1.000  patients 
Physician  group's  Income  from  HMO  • 

$100,(X)0  (one-tenth  of  total  Income) 
Total  dollare  at  risk  ■  $25,000  (25%  of 

$100,000) 
Total  income  at  risk  •  2.5% 

d.  Physician  Group.  10.000  patients 
Pbysicis.'i  group's  Income  bt>m  HMO  > 

$1,003,000  (all  of  income) 
Total  dollare  at  risk  •  $250,000 
Total  Income  at  risk  -  25% 

The  smeller  the  patient  panel,  the 
more  likely  the  physician  or  physidan 
group  is  to  lose  the  entire  Incentive 
payment.  However,  as  the  examples 
illustrate,  In  small  patient  panels,  the 
incentive  payment  is  also  much  smaller, 
both  in  absolute  terms  and  as  a 
percentage  of  total  payments. 

There  are  two  theories  on  how  this 
risk  win  affect  physicians.  Flrat,  in  cases 
where  the  physician  is  more  likely  to 
lose  the  entire  incentive  payment  (I.e., 
small  patient  panels),  the  incentive 
might  have  a  larger  effect.  This  would 
be  true  if  the  physidan  viewed  each 
group  of  patients  as  a  line  of  business. 
Even  a  small  Incentive  payment  may 
have  a  large  effect  If  the  physician 
believed  that  the  loss  of  the  incentive 
payment  would  make  that  line  of 
business  unprofitable. 
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On  the  other  h&nd,  a  large  patient 
panel  would  remit  In  a  larger  absolute 
incentive  payment  that  represents  a 
larger  proportion  of  total  earnings.  The 
physidan  or  physidan  group  may  pay 
more  attention  to  a  larger  incentive 
payment,  even  if  he/she/it  has  a  smaller 
chance  of  losing  the  entire  payment. 
Since  these  results  are  contradictory,  we 
did  not  base  determinations  of 
substantial  financial  risk  on  panel  size. 
However,  we  are  interested  In 
comments  that  address  expected 
physidan  behavior  in  relation  to  the 
size  of  the  patient  panel. 

We  also  considered  developing  a  grid 
that  would  adjust  the  risk  threshold 
according  to  the  combination  of  fadors 
In  an  Incentive  plan.  An  organization 
would  Identify  its  fador  on  the  grid  to 
determine  Its  threshold  level  for 
substantial  financial  risk.  Possible 
factors  Include  the  size  of  the  physician 
pool  and  the  services  for  whlcn 
physicians  are  at  risk.  For  example.  If 
Factor  A's  threshold  Is  IS  percent  and 
Fador  B's  Is  10  percent,  Fadors  A  and 
B  could  be  limited  to  5  percent. 

With  the  exception  of  the  special  rule 
for  cases  in  which  assessments  are  made 
more  frequently  than  annually,  we 
decided  not  to  adjust  the  threshold 
according  to  fadors  for  several  reasons. 
There  are  many  fadors  that  theoretically 
have  the  potential  to  Influence  Incentive 
arrangements.  However,  no  empirical 
research  has  been  done  In  this  area. 
There  Is  no  Information  available  on  the 
strength  of  the  fadors  on  Incentive 
plans  or  on  the  effed  of  combinations  of 
factors  on  Incentive  plans.  In  addition, 
some  factors  could  either  strengthen  or 
weaken  the  incentive  plans.  For 
example,  small  patient  panels  may 
either  increase  or  decrease  risk.  The  risk 
may  increase  because  the  physician  or 
physidan  group  has  fewer  patients 
among  whom  to  spread  the  risk.  The 
risk  may  decrease  because  a  small 
patient  panel  would  represent  a  small 
portion  of  the  physician's  total  Income. 
Therefore,  the  level  of  services  the 
prepaid  health  care  organization 
patients  used  would  have  only  a  small 
impad  on  the  physician's  total  income. 
The  lack  of  Information  In  this  area 
made  It  extremely  difficult  to  rate 
factors  or  develop  grids  on  appropriate 
thresholds. 

As  mentioned  earlier,  there  Is  no 
evidence  that  the  customary  physician 
incentive  plans  In  prepaid  health  care 
organizations  have  caused  lack  of  access 
or  quality  of  care  concerns.  Since  there 
Is  so  Utile  Information  available 
regarding  the  impad  of  various  fadors 
on  physician  behavior,  and  since 
existing  Incentive  plans  have  not  been 
problematic,  we  believe  that  our 


approach  Is  reasonable  and  appropriate. 
As  more  Information  regarding  the 
Influence  of  various  elements  of 
physician  Incentive  plans  becomes 
available,  we  will  evaluate  it  and,  if 
appropriate,  reconsider  the  definition  of 
substantial  financial  risk. 

Another  option  we  considered  was  to 
define  substantial  flnandal  risk  as  the 
median  percentage  plan  withhold,  as 
defined  In  the  DHHS  Report  to  the 
Congress.  We  would  compare  the 
amount  of  risk  under  the  incentive  plan 
to  the  median  withhold  percentage.  The 
DHHS  Report  Identified  IS  to  20  percent 
as  the  most  common  median  withhold 
percentages  (see  p.  V-37),  and  the 
Physician  Payment  Review  Commisaion 
(PPRC)  testified  before  the  Congress  that 
most  withholds  were  between  10  and  20 
percent.  (However,  the  adual  risk  to  the 
physicians  Is  often  higher.  Many  plans 
use  bonuses  as  well  as  withholds.  These 
medians  only  accoimt  for  risk  from 
vtrithholds.  "Therefore,  adual  risk  is 
higher  than  refleded  in  the  DHHS 
report  or  PPRC  testimony.)  Under  this 
option,  an  exceptions  process  could  be 
used  to  permit  plans  to  exceed  the 
median  withhold  level  If  the 
organization  could  show  that  the  higher 
level  would  not  place  physldans  at 
"substantial  financial  risk,"  without 
triggering  the  beneficiary  survey  and 
stop-loss  protedion. 

We  did  not  choose  this  option  since 
it  would  require  us  to  Implement  a  case- 
by-case  review  of  Incentive  plans  that 
have  not  been  shown  to  be  problematic 
In  addition,  the  term  "substantial 
financial  risk"  Implies  a  greater  than 
average  risk,  whitx.  supports  our  use  of 
an  outlier  approach.  Also,  as  discussed 
earlier  In  this  preamble,  we  believe  that 
an  outlier  approach  is  reasonable  given 
physician  perceptions  of  withholds.  We 
also  want  to  provide  consistent 
guidelines  so  that  organizations  can 
determine  whether  tholr  Incentive  plans 
are  In  compliance  with  our  proposed 
requirements  prior  to  submission  for 
HCFA  review. 

We  are  concerned  about  the 
appropriateness  of  the  2S-percent 
threshold  for  substantial  financial  risk 
when  Incentive  payments  are  assessed 
no  more  than  annually.  As  stated 
previously,  we  relied,  in  part,  on  the 
DHHS  Report  that  Indicated  that  fee-for- 
service  physicians  typically  lose  10  to 
20  percent  of  their  Income  to  bad  debt, 
ana  plan  physicians  may  "discount" 
their  charges  by  20  to  25  percent. 
Therefore,  the  2S  percent  risk  for 
services  the  physicians  or  physician 
groups  provide  may  be  reasonable. 
However,  with  resped  to  the  first 
Instance,  we  are  concerned  that  such 
discounts  may  be  fadored  into  the 


plan's  payments  to  the  physidan  or 
physidan  group.  If  so,  the  25-perc8nt 
risk  would  be  applied  to  an  already 
discounted  amount,  which  may  not  be 
reasonable.  We  are  seeking  spedfic 
comments  regarding  how  physidan 
compensation  is  determined  In  different 
models  of  HMOs  and  whether  25 
percent  Is  reasonable  for  all  types  of 
prepaid  health  care  organlzaUons.  We 
also  are  particularly  interested  In  public 
comments  on  our  proposed  definition  of 
"substantial  financial  risk"  and  other 
alternatives  that  we  considered  but  did 
not  seled. 

D.  Requirements  for  Physician  Incentive 
Plans  That  Place  Physicians  at 
Substantial  Financia]  Risk 

1.  EnioUee  Surveys 

As  required  by  section  1876(i)  of  the 
Ad,  we  are  proposing  that  HMOs, 
CMPs,  and  HlOs  that  place  their 
physldans  or  physician  groups  at 
substantial  financial  risk  must  condud 
enrollee  surveys.  We  are  proposing  that 
the  surveys  must: 

•  Either  survey  all  current  Medicare/ 
Medicaid  enrollees  in  the  organization 
and  those  who  have  dlsenroUed  (due  to 
other  than  loss  of  eligibility  in 
Medicaid)  In  the  past  12  months,  or 
survey  a  statistically  valid  sample  of 
these  same  enrollees  and  disenrollees; 

•  Be  designed,  conduded,  and  results 
analyzed  In  accordance  with  commonly 
accepted  principles  of  survey  design 
and  statistical  analysis; 

•  Address  enrolfees'/disenrollees" 
satisfaction  with  the  quality  of  the 
services  provided  ana  their  degree  of 
access  to  the  services;  and 

•  Be  conduded  at  least  annually. 
We  considered  specifying  additional 

parameters  for  the  enrollee  surveys, 
such  as  minimum  sample  size, 
minimum  response  rate,  minimum 
confidence  levels,  or  mandated  survey 
questions.  However,  we  recognize  that 
there  are  a  number  of  fadors  that  are 
Important  to  consider  In  designing  an 
effedlve  survey,  and  these  fadors  may 
vary  by  HMO,  e.g.,  the  expeded 
response  rate  to  these  surveys  based  on 
an  organization's  previous  experiences 
in  surveying  enrollees  and  disenrollees. 
We  further  believe  that  these  surveys 
will  have  the  greatest  utility  if 
organizations  can  use  the  results  of 
these  surveys  In  conjundlon  with  their 
other  enrollee  surveys  and  Internal  data 
colledlon  efforts.  For  example, 
organizations  may  want  to  compare  the 
survey  results  to  Information  gathered 
on  quality  of  care  or  diseiuollment.  If 
we  are  too  prescriptive,  organizations' 
use  of  the  data  colleded  might  be 
limited.  Also,  stringent  requirements 
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would  be  unnecaiMrily  burdentoma 
and  could  result  In  increaMd  costs 
without  coneapondlngly  Increased 
benefits. 

Therefore,  we  are  relying  on  HMOs  to 
design  their  own  surveys  in  accordance 
with  commonly  accepted  principles  of 
survey  design  and  statistical  analysis. 
HCFA  (for  Medicare)  and  States  (for 
Medicaid)  will  review  the  survey 
methodology  and  results  through  the 
disclosure  requirements  and  routine 
monitoring.  We  believe  this  affords  the 
necessary  safeguards  to  assure  effective 
surveys.  We  are  interested  in  comments 
addressing  the  approaches  we  did  not 
talce,  as  well  as  the  proposed  approach. 

2.  Stop-lobs  Protection 

By  statute,  HMOs,  CMPs  and  HIOs 
that  place  physicians  or  physician 
groups  at  substantial  financial  risk  for 
referral  services  provided  to  Medicare 
beneGciaries  and  Medicaid  recipients 
must  provide  adequate  and  appropriate 
stop-loss  protection.  We  are  proposing 
two  levels  of  stop-loss  protection 
depending  on  the  incentive  plan's  risk 
threshold.  If  the  risk  threshold  is  2S 
percent  (the  incentive  plan  assesses  or 
distributes  payments  no  more  often  than 
annually),  then  the  stop-loss  protection 
must  protect  physicians  and  physician 
groups  from  losses  greater  than  30 
percent  of  the  payments  for  services 
they  provide,  plus  payments  for 
administrative  costs  and  controlling 
levels  of  referral  services.  If  the  risk 
threshold  is  IS  percent  (the  incentive 
plan  assesses  or  distributes  payments 
more  of^en  than  annually),  then  the 
stop-loss  protection  must  protect 

fihysicians  and  physidan  groups  from 
osses  greater  than  20  percent  of 
payments. 

For  capitated  arrangements,  it  would 
be  diRicuIt  to  determine  prospectively 
what  stop-loss  would  cover  30  percent 
of  payments  for  services  the  physicians 
or  physician  groups  provide,  plus 
payments  for  administrative  costs  and 
controlling  levels  of  referral  services.  To 
make  the  stop-loss  provisions  for 
capitated  arrangementa  comparable  with 
the  stop-loss  provisions  for  bonus  and 
withhold  arrangements,  we  are 
proposing  to  permit  no  more  than  a  30- 
percent  differential  between  the 
minimum  and  maximum  payments  a 
physician  or  physidan  group  could 
receive.  In  otner  words,  the  difference 
between  the  maximum  possible 
payments  and  the  minimum  possible 
payments  could  be  no  more  tnan  30 
percent  of  the  maximum  possible 
payments.  If  the  Incentive  payments  (or 
capitation)  were  paid  more  often  than 
annually,  the  differential  would  be 


limited  to  20  percent  of  the  maximum 
payments. 

These  stop-loss  levels  are  absolute 
limits  on  the  physldan's  or  physidan 
group's  liability.  The  stop-loss 
protection  must  cover  all  referral  costs 
over  20  or  30  percent  of  payments, 
depending  on  how  frequently  incentive 
payments  are  made.  Liability  above  the 
stop-loss  protection  level  may  not  be 
transferred  to  physldans  or  physidan 
groups  in  later  contract  yean.  Since  this 
stop-loss  protection  limits  total  liability 
for  all  patients,  it  is  referred  to  as  an 
aggregate  liability  limit. 

We  decided  to  require  more  stop-loss 
protection  for  incentive  plans  that  make 
payments  more  often  than  annually  to 
make  the  provisions  between  the  two 
risk  thresholds  equivalent.  Under  the 
2S-percent  threshold,  which  applies  to 
physidan  Incentive  plans  that 
potentially  exeri  less  Influence  over 
physidan  behavior,  the  organization 
may  increase  the  physldan's  or 
physidan  group's  risk  5  percent  beyond 
the  risk  threshold.  Under  our  proposal, 
organizations  with  incentive  plans  with 
a  15-percent  threshold  would  be  able  to 
Increase  the  physician's  or  physidan 
group's  absolute  risk  beyond  the  risk 
threshold  to  the  same  extent,  5  percent. 
The  organization  can  either  provide  or 
buy  the  stop-loss  protection,  or  the 
physidan  or  physician  group  can  obtain 
the  protection. 

Many  prepaid  health  care 
organizations  design  their  stop-loss 
arrangements  to  limit  liability  for 
individual  patients  to  a  maximum  dollar 
amount.  This  helps  to  protect  against 
catastrophic  cases.  We  considered 
placing  limits  on  a  physidan  or 
physician  group's  maximum  liability 
per  patient  instead  of  using  a  maximum 
aggregate  liability  limit.  However, 
without  an  aggregate  limit  on  the 
physician's  liablHty,  a  physidan  or 
physidan  group  could  ultimately 
receive  zero  net  payments  from  the 
prepaid  health  care  organizations. 

Although  individual  stop-loss 
protection  helps  proted  physicians  and 
physidan  groups,  a  maximum  limit  on 
aggregate  liability  Is  necessary.  Even  if 
a  physidan  group's  liability  is  limited  to 
no  more  than  $10,000  per  patient,  if  the 
physidan  group  earns  a  good  reputation 
for  its  treatment  of  AIDS  patients,  for 
example,  it  could  easily  be  liable  for  all 
of  its  payments  If  increasing  numbers  of 
AIDS  patients  comprise  the  Medicare 
and  Medicaid  portion  of  the  patient 
panel.  Conceivably,  the  physidan  group 
would  be  forced  to  leave  the  prepaid 
health  care  organization,  declare 
bankruptcy,  or  greatly  restrict  its 
treatment  of  all  patients.  Since  it  was 
Congressional  Intent  to  protect 


physldans  and  physidan  groups  from 
unlimited  liability,  we  believe  that  an 
aggregate  limit  is  appropriate. 

VVe  also  considered  stop-loss 
standards  that  would  permit  more  risk 
sharing  between  the  prepaid  health  care 
organization  and  the  physidan  or 
physidan  group.  For  example,  we 
considered  stop-loss  protection  that 
would  cover  80  percent  of  referral  costs 
when  they  exceeded  30  percent  (or  20 
percent)  of  payments.  This  would  cause 
the  physidan  or  physidan  group  to  be 
liable  for  the  remaining  20  percent  of 
referral  costs.  However,  we  are 
proposing  100-percent  coverage  of 
referral  costs  over  30  percent  (or  20 
percent)  of  payments  Decause  even  a 
Umited  risk-aharing  arrangement  could 
potentially  cause  a  phvsician  or 
physidan  group  to  be  liable  for  large 
amounts  of  money.  Under  this 
arrangeme.1t.  however,  the  organization 
could  anai.  ge  any  risk-sharing  or  stop- 
loss  arrangbments  It  finds  effective  for 
liability  amounts  less  than  30  percent 
(or  20  percent)  of  payments. 

We  considered  requiring  the 
organization  to  provide  the  stop-loss 
insurance  instead  of  permitting  the 
physidan  or  physidan  group  to  obtain 
the  protection  themselves.  However, 
some  physician  groups  prefer  to  obtain 
their  own  stop-loss  protection  rather 
than  accepting  the  protection  the 
organization  offers  (often  the 
organization  lowers  capitation  rates  or 
charges  physicians  or  physidan  groups 
for  stop-loss  protection).  We  wanted  to 
retain  this  flexibility  for  physldans  and 
physidan  groups.  Since  the  legislation 
requires  the  organization  to  provide  the 
stop-loss  protection,  we  are  requiring 
the  organization  to  pay  the  cost  of  the 
portion  of  stop-loss  protection  that 
covers  its  enrollees  in  the  physidan 
incentive  plan,  or  increase  the  amount 
of  stop-loss  protection  to  account  for  the 
physldan's  cost  for  stop-loss. 

ui  cases  where  protection  that  meets 
the  proposed  standards  Is  not  available 
through  the  market,  the  organization 
would  have  to  provide  It  cUrectly. 
Regardless  of  how  the  stop-loss 
protection  Is  provided,  the  organization 
must  assure  HCFA  or  the  States  that  all 
physldaiu  or  physician  groups  that 

£rovlde  services  to  Medicare 
sneBdaries  and  Medicaid  redplents 
and  are  at  "substantial  finandal  risk" 
for  referral  services  have  stop-loss 
protection  that  meets  the  regulatory 
requirements. 

E.  Prohibited  Physician  Payments 
As  required  by  OBRA  '90,  these 
regulations  provide  that  physidan 
Incentive  plans  may  operate  onlv  If  no 
sped  fie  payment  is  made  direct  Iv  nr 
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indirectly  under  the  plan  ss  an 
inducement  to  reduce  or  limit  medically 
necessary  services  provided  to  a  specific 
enrollee.  This  provision  specifically 
prohibits  bonuses  or  other  payments  to 
a  physician  or  physidan  group  as  an 
inducement  to  limit  or  reouce  medically 
necessary  services  for  any  individual 
patient.  The  proposed  rule  clarifies  that 
indirect  payments  include  Items  of 
money  value,  such  as  waivers  of  debt, 
or  slock  or  equity  In  the  organization. 
For  example,  an  organization  would  be 
prohibited  from  paying  a  physician  a 
SlOO  bonus  or  providing  $100  of  stock 
for  each  individual  enrollee  released 
from  a  hospital  after  delivery  of  a  child 
in  two  days  versus  throe  days,  if 
inpatient  services  were  medically 
necessary  on  day  three. 

We  considered  Interpreting  "specific 
payments  made  Indirectly  as  an 
inducement"  as  any  payments  that  had 
tlie  indirect  effect  of  reducing  medically 
necessary  services.  However,  the 
statutory  provision  specifies  that  "no 
specific  payment  is  made  directly  or 
indirectly  under  the  plan  to  a  physician 
or  physician  group  as  an  Inducement  to 
reduce  or  limit  medically  necessary 
services.  .  .".  The  use  of  "Indirectly" 
in  the  statute  refers  to  the  method  by 
which  payment  is  made,  not  to  the 
effect  of  tne  payment.  Therefore,  we 
believe  that  the  statutory  language 
prohibits  an  alternative  interpretation  of 
the  provision. 

This  proposed  provision  would  not 
prohibit  all  bonuses  based  on 
utilization.  For  example,  bonuses  that 
are  based  on  general  utilization  levels 
(i.e.,  bonuses  determined  by  aggregate 
patient  utilization)  would  be  permitted. 

F.  Enforcement 

Organizations  that  do  not  comply 
with  these  requirements  may  be  subject 
to  certain  penalties.  Determinations  of 
non-compliance  may  result  in  dvil 
money  penalties,  intermediate 
sanctions,  and/or  contract  termination 
(for  Medicare)  or  withholding  of  FTP 
(for  Medicaid).  The  civil  money 
penalties  would  be  limited  to  525,000 
for  each  determination  of  non- 
compliance. Under  the  intermediate 
sanctions  provision,  HCFA  (for 
Medicare)  could  suspend  the  enrollment 
of  individuals  Into  non-compliant  plans 
and  HCFA  (for  Medicare)  or  the  Sute 
(for  Medicaid)  could  suspend  payment 
for  new  enrollees  until  it  1*  satisfied  that 
the  basis  for  the  determination  Is  not 
likely  to  recur.  The  process  for  applying 
civil  money  penalties  and  intermediate 
sanctions  would  be  the  same  process  as 
that  proposed  in  the  July  22, 1991, 
NFRM  discussed  earlier  In  this 
preamble. 


We  are  proposing  that  States 
determine  compliance  with  these 
provisions  for  organizations  contracting 
with  Medicaid.  Unlike  Medicare,  the 
Medicaid  program  is  administered  by 
Stale  governments,  pursuant  to  the 
Federal  statutory  and  regulatory 
requirements,  and  a  Medicaid  State  plan 
approved  by  HCFA.  State  governments 
are  thus  responsible  for  contracting  with 
HMOs  and  other  prepaid  health  care 
organizations,  as  well  as  for  monitoring 
such  contracts.  In  the  case  of  Medicaid 
contracts,  therefore,  we  believe  that 
States  are  In  the  best  position  to  monitor 
adherence  to  these  specified 
requirements  for  physician  incentive 
plans,  to  make  determinations  as  to 
whether  a  violation  has  occurred,  and  to 
recommend  intermediate  sanctions 
based  upon  the  nature  of  the  violation. 
We  are,  therefore,  proposing  to  rely 
upon  States  to  perform  the  same 
monitoring  functions  in  the  Medicaid 
program  that  HCFA  will  perform  in  the 
Medicare  program. 

V.  Revisions  to  the  Regulations 

Because  these  regulations  would 
amend  the  dvil  money  penalties  and 
Intermediate  sanctions  proposed  in  the 
July  22, 1991,  NPRM  discussed  earlier 
in  this  preamble,  we  are  republishing 
portions  of  that  NPRM  in  theso 
proposed  regulations.  Specifically,  we 
are  republishing  proposed  42  CFR 
417.495.  which  provides  the 
requirements  for  imposing  sanctions 
against  eligible  HMOs  and  CMPs,  and 
proposed  42  CFR  434.67,  which 
provides  the  requirements  for  imposing 
sanctions  against  HMOs  with 
comprehensive  risk  contracts.  We  also 
are  republishing  42  CFR  1003.100 
through  1003.103  and  42  CFR  1003.106, 
which  pertain  to  dvil  money  penalties 
and  assessments,  incorporating  the 
revisions  proposed  in  the  July  22, 1991, 
NPRM.  While  we  are  republishing  the 
aforementioned  sections  of  the 
regulations  that  were  proposed  In  the 
July  22,  1991,  NPRM  for  clarity,  we 
request  that  public  comments  be  limited 
to  penalties  and  sanctions  relating  to 
physidan  Incentive  plans  proposed  in 
this  NPRM. 

To  incorporate  the  poUdes  and 
implement  the  statutory  provisions 
described  in  this  preamble,  we  propose 
to  make  the  following  revisions  to  title 
42  of  the  regulations: 

•  Inpart  417,  Health  Maintenance 
Organizations,  Competitive  Medical 
Plans,  and  Health  Care  Prepayment 
Plans,  we  would  add  to  subpart  L  a  new 
$417,479,  Requirements  for  physician 
Incentive  plans,  to  spedfy  the 
requirements  eligible  organizations  that 


itse  physidan  Incentive  plans  must 
meet. 

•  We  would  add  a  new  paragraph 
(a)(7)  to  proposed  $417,495,  Sanctions 
against  the  organization,  to  spedfy  an 
additional  basis  upon  which  sanctions 
may  be  applied  against  organizations. 

•  In  part  434,  Contracts,  subpart  D, 
we  would  amend  S  434.44(a)(1)  to 
incorporate  these  requirements  into 
regulations  governing  certain  HIOs  that 
arrange  for  comprehensive  services  on  a 
risk  basis. 

•  In  subpart  E,  we  would  add  a  new 
paragraph  (a)(5)  to  proposed  $  434.67, 
Sanctions  against  HMOs  with 
comprehensive  risk  contracts,  to  spedfy 
an  additional  basis  upon  which 
sanctions  may  be  applied  against 
organizations. 

•  In  subpart  F,  we  would  revise 
$  434.70  to  condition  FFP  in  State 
contracts  with  HMOs  and  certain  HIOs 
on  both  the  State  and  its  HMO  or  HIO 
contractor  meeting  certain  spedfied 
requirements  for  physidan  Incentive 
plans. 

•  In  part  1003,  Civil  Money  Penalties 
and  Assessments,  we  would  revise 

S  1003.101  to  Include  a  definition  for 
"physician  incentive  plan." 

•  We  would  revise  $1003.103  to  add 
a  new  paragraph  (e)(l)(vl)  to  spedfy  an 
additional  basis  upon  which  the  Office 
of  the  Inspector  General  may  Impose 
dvil  money  penalties  on  organizations. 

•  We  would  revise  $$1003.100, 
1003.102,  and  1003.106  to  reference  the 
physidan  incentive  plan  requirements, 
as  appropriate. 

VI.  Collection  of  Infbmutioa 
Requirements 

Proposed  regulations  at  $  417.479  (g) 
and  (h),  and  $  434.70  (a)(2)  and  (b)(3) 
contain  information  collection  or 
recordkeeping  requirements  or  both  that 
are  subjed  to  review  by  the  Office  of 
Management  and  Budget  imder  the 
Paperwork  Reduction  Act  of  1980  (44 
U.S.C  3501  et  seq.).  Specifically, 
S  417.479(g)  requires  organizations  that 
operate  incentive  plans  that  place 
poyaldans  or  physidan  groups  at 
substantial  finandal  risk  to  conduct 
enrollee  surveys  subject  to  conditions 
described  In  $  417.479(g)(1),  and 
$S  417.479(h)  and  434.70(8)(2)  concem 
the  disclosure  of  information  to  HCFA 
or  States  concerning  an  HMO  or  CMP's 
physidan  Incentive  plan  and  the 
conducting  of  annual  enrollee  surveys. 
The  respondents  who  will  provide  the 
information  Indude  HMOs,  CMPs  and 
HIOs  that  contract  with  the  Medicare 
program  or  States  and  have  physidan 
incentive  plans.  Additionally, 
S  434.70(b)(3)  requires  States  to  obtain 
from  certain  HMO  or  HIO  contractors 


140 


59034  Federal  Regtater  /  Vol.  57,  No.  240  /  Monday,  December  14,  1992  /  Proposed  Rules 


proof  that  the  contractor  meet  the 
proposed  requirements  for  physldan 
incentive  plans. 

The  public  reporting  burden  for  these 
information  collections  is  estimated  to 
be  50  hours  per  organirallon  for  survey 
requirements,  4  hours  per  organization 
for  disclosure  requirements,  and  1  hour 
per  State  for  each  physician  incentive 
plan  for  which  proof  of  compliance  Is 
required. 

A  notice  will  be  published  In  the 
Federal  Raster  aner  approval  is 
obtained.  Organizations  and  individuals 
desiring  to  submit  comments  on  the 
information  collection  and 
recordkeeping  requirements  should 
direct  them  to  the  OMB  official  whose 
name  appears  in  the  "AOOnESSES" 
section  of  this  preamble. 

VII.  Response  to  Comments 

Because  of  the  large  volume  of  items 
of  correspondence  we  normally  receive 
on  a  proposed  rule,  we  are  not  able  to 
aclmowledge  or  respond  to  them 
individually.  However,  we  will  consider 
all  comments  that  we  receive  by  the 
date  and  time  specified  in  the  "DATES" 
section  of  this  preamble,  and  if  we 
proceed  with  the  final  rule,  we  will 
respond  to  the  comments  in  the 
preamble  to  the  final  rule. 

VIII.  Regulatory  Impact  Statement 

Executive  Order  12291  (E.O.  12291) 
requires  us  to  prepare  and  publish  an 
initial  regulatory  impact  analysis  for  any 
proposed  regulations  that  are  likely  to 
meet  criteria  for  a  "major  rule."  A  major 
rule  is  one  that  would  result  in — 

•  An  annual  effect  on  the  economy  of 
SlOO  million  or  more; 

•  A  major  Increase  In  costs  or  prices 
for  consumers.  Individual  Industries, 
Federal,  State  or  local  government 
agencies,  or  any  geographic  regions;  or 

•  Significant  adverse  effects  on 
competition,  employment.  Investment, 
productivity,  innovation  or  on  the 
ability  of  United  States-based 
enterprises  to  compete  with  foreign- 
based  enterprises  in  domestic  or  export 
markets. 

In  addition,  we  generally  prepare  and 
publish  an  initial  regulatory  flexibility 
analysis  for  proposed  regulations 
consistent  with  the  Regulatory 
Flexibility  Act  (RFA)  (5  U.S.C.  601- 
602),  unless  the  Secretary  certifies  that 
the  regulations  would  not  have  a 
significant  Impact  on  a  substantial 
number  of  small  entities.  For  purposes 
of  the  RFA,  we  treat  all  HMOs,  CMPs, 
and  HIOs  as  small  entitles. 

These  proposed  regulations  would 
amend  the  regulations  governing  certain 
Federally  qualified  HMOs  and  CMPs 
contracting  tvith  the  Medicare  program. 


and  certain  HMOs  and  HIOs  contracting 
with  the  Medicaid  program,  by  adding 
requirements  for  physidan  incentive 
plans  that  these  entities  must  meet.  We 
expect  these  proposed  rules  to  affect 
approximately  300  HMOs,  CMPs,  and 
HIOs.  However,  we  expect  few  incentive 
plans  will  reouire  changes  to  comply 
with  the  regulations.  In  addition,  since 
we  expect  that  most  current  incentive 
plans  already  comply  with  the  proposed 
regulations,  we  believe  that  we  will 
rarely  need  to  Impose  sanctions  or 
ponaUles.  Therefore,  we  expect  very 
little  costs  to  organizations.  Likewise, 
we  expect  few  additional  surveys  and 
additional  stop-loss  protection,  with  the 
result  being  that  costs  are  incurred  by 
only  a  small  number  of  fadlltles. 

For  these  reasons,  we  have 
determined  that  a  regulatory  impact 
analysis  is  not  required.  Further,  we 
have  determined,  and  the  Secretary 
certifies,  that  these  proposed  rules 
would  not  have  a  significant  economic 
impact  on  the  operations  of  a  substantial 
number  of  small  rural  hospitals.  We, 
therefore,  have  not  prepared  a 
regulatory  flexibility  analysis. 

Section  1102Cbl  of  the  Ad  requires  the 
Secretary  to  prepare  a  regulatory  impad 
analysis  for  any  proposed  rule  that  may 
have  a  significant  impad  on  the 
operations  of  a  substantial  number  of 
small  rural  hospitals.  Such  an  analysis 
must  conform  to  the  provisions  of 
sedion  603  of  the  RFA.  For  purposes  of 
sedion  1 102(b)  of  the  Ad,  we  define  a 
small  rural  hospital  as  a  hospital  that  is 
located  outside  a  metropolitan  statistical 
area  and  has  fewer  than  50  beds.  These 
proposed  regulations  affed  HMOs, 
CMPs,  and  HIOs.  Consequently,  we 
have  determined,  and  the  Secretary 
certifies,  that  these  proposed  regulations 
would  not  have  a  significant  economic 
impad  on  the  operations  of  a  substantial 
number  of  small  rural  hospitals  and, 
therefore,  have  not  prepared  a  rural 
Impad  statement. 

ListofSubJecU 

42  CFR  Part  417 

Administrative  practice  and 
procedure.  Health  maintenance 
organization  (HMO),  Medicare, 
Reporting  and  recordkeeping 
requirements. 

4i  CFR  Part  434 

Grant  programs — ^Health,  Health 
maintenance  organization  (HMO), 
Medicaid,  Reporting  and  recordkeeping 
requirements. 

42  CFR  Part  1003 

Administrative  pradice  and 
procedure,  Fraud:  Grant  program*— 


Health;  Health  fadliUes;  Health 
profession;  Maternal  and  child  health; 
Medicaid;  Medicare;  Penalties. 

Tide  42— Public  Health 

CHAPTER  tV— HEALTH  CARE  RNANCtNa 
ADMINISTRATION.  DEPARTMENT  OF 
HEALTH  AND  HUMAN  SERVICES 

I.  Chapter  IV  of  title  42  would  be 
amended  as  set  forth  below: 

PART  417— MEALTH  MAINTENANCE 
ORGANIZATIONS,  COMPETmVE 
MEDICAL  PLANS,  AND  HEALTH  CARE 
PREPAYMENT  PLANS 

A.  Part  417  is  amended  as  follows: 

1.  The  authority  dtatlon  for  part  417 
continues  to  read  as  follows: 

AuthoiitT-.  Sect.  1102. 18:i3(a)(l)(A). 
lS61(i)(2)(H).  lS66(a).  1S71, 1874.  and  1876 
of  Iha  Social  Security  Act  (42  U.S.C  1302, 
13951(a)(1)(A).  1395x(8)(2)(H).  1395cc(a). 
1395hh.  1395UL.  and  1395iiim);  sec  114(c)  of 
Pub.  L.  97-248  (42  U.S.C  1395mm  note);  31 
U.S.C  9701:  and  aeci.  215  and  1301  through 
1318  of  the  Public  Health  Service  Act  (42 
U.S.C  216  and  300e  through  300e-17), 
unlesi  otherwlae  noted. 

2.  A  new  S  417.479  is  added  to  read 
as  follows: 

1417.479    R*qulr*nMnt*  tar  phyaldan 
Incentive  plan*. 

(a)  Applicability.  The  requirements  In 
this  section  apply  to  physician  incentive 
plans  between  eligible  organizations 
and  individual  physicians  or  physidan 
groups  vtrith  whom  they  contrad  to 
provide  medical  services  to  enrollees. 
These  requirements  do  not  apply  to 
financial  incentive  arrangements 
between  physidan  groups  (as  defined  in 
paragraph  (b)  of  this  sedion)  and 
individual  physidans  who  are  members 
of  such  groups.  These  requirements  only 
apply  to  physician  incentive  plans  that 
base  compensation  (in  whole  or  in  part) 
on  the  use  or  cost  of  services  provlaed 
to  Medicare  benefldarles  or  Medicaid 
redpients. 

(b)  DefmlUons.  For  purposes  of  this 
sedion: 

Bonus  means  a  payment  an 
organization  makes  to  a  physidan  or 
physidan  group  beyond  any  salary,  fee- 
tor-service  pavments,  capitation,  or 
returned  withhold. 

Capitation  means  a  set  dollar  payment 
per  patient  per  unit  time  (usually  per 
month)  that  an  organization  pays  a 
physidan  or  physidan  group  to  cover  a 
spedfied  set  of  services  and 
administrative  costs  without  regard  to 
the  adual  number  of  services  provided. 
The  services  covered  may  include  the 
physidan'*  own  senrice*.  referral 
tenrices,  or  all  medical  services. 

Payments  mean*  any  amount*  (he 
organization  pay*  phy*tdan*  or 
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physidan  groupi  for  servlcet  they 
provide  diractly,  plus  amountj  paid  for 
admlnistntion  and  amounts  paid  (In 
whole  or  in  part)  based  on  levels  and 
costs  of  referral  services  (such  a* 
withhold  amounts,  bonuses  based  on 
referral  levels,  and  any  other 
compensation  to  the  physidan  or 
physidan  group  to  influence  the  use  of 
referral  services).  Bonuses  and  other 
compensation  that  are  not  based  on 
referral  levels  (such  as  bonuses  based 
solely  on  quality  of  care  provided, 
patient  satisfaction,  and  partldpatlon  on 
committees)  are  not  considered 
payments  for  purposes  of  this  subpart. 

Physician  group  means  a  partnership, 
assodatlon,  corporation,  inolvidual 
practice  association,  or  other  group  that 
distributes  income  £ron>  practice  among 
members  according  to  a  prearranged 

f)lan  unrelated  to  the  members'  referral 
evels. 

Physician  Incentive  plan  means  any 
compensation  arrangement  between  an 
organization  and  a  poysldan  or 
physician  group  that  may  directly  or 
Indirectly  have  the  effect  of  reducing  or 
limiting  services  provided  to  Medicare 
beneRciaries  or  Medicaid  recipients 
enrolled  In  the  organization. 

RefemI  services  means  any  spedalty. 
Inpatient,  outpatient,  or  laboratory 
services  that  a  physidan  or  physician 
group  orders  or  arranges,  but  does  not 
provide  directly. 

Bisk  threshold  means  the  maximum 
risk,  if  the  risk  Is  based  on  referral 
services,  to  which  a  physician  or 
physician  group  may  be  exposed  under 
a  physidan  Incentive  plan  without 
being  at  substantial  financial  risk. 

Withhold  means  a  percentage  of 
payments  or  set  dollar  amounts  that  an 
organization  deducts  from  a  physidan's 
service  fee.  capitation,  or  salary 
payment,  and  which  may  or  may  not  be 
returned  to  the  physidan.  depending  on 
spedflc  predetermined  fadors. 

(c)  Prohibited  physician  payments. 
Organizations  may  operate  physidan 
incentive  plans  only  If  no  spedflc 
payment  of  any  kind  Is  made  diredly  or 
Indlredly  under  the  plan  to  a  physician 
or  physicisn  group  as  an  inducement  to 
reduce  or  limit  medically  necessary 
services  provided  to  an  individual 
enroUee.  Indirect  payments  Include 
offerings  of  monetary  value  (such  is 
stock  options  or  waiver*  of  debt) 
measured  In  the  present  or  future. 

(d)  General  Rule:  Determination  of 
substantial  financial  risk.  Substantial 
flnandal  risk  occurs  when  the  incentive 
arrangements  place  the  physidan  or 
physician  group  at  risk  tor  amounts 
beyond  the  risk  threshold.  If  the  risk  Is 
based  on  the  levels  or  costs  of  referral 
services.  Amount*  at  risk  based  solely 


on  fadors  other  than  a  physidan's  or 
physidan  group's  referral  levels  do  not 
contribute  to  the  determination  of 
substantial  finandal  rlsL  The  risk 
thresholds  are: 

(1)  25  percent  if  the  incentive  plan 
distributes  or  sssesses  incentive 
psyments  no  more  often  than  annually; 
and 

(2)  15  percent  If  the  Incentive  plan 
distributes  or  assesses  Incentive 
payments  more  often  than  annually. 

le)  Arrangements  that  cause 
substantial  financia]  risk  when  the  risk 
threshold  Is  25  percent.  The  following 
physidan  Incentive  plans  causa 
substantial  financial  risk  if  risk  is  based 
(In  whole  or  in  part)  on  leveb  or  costs 
of  referral  services,  and  Incentive 
payments  are  distributed  and/or 
assessed  no  mora  than  annually: 

(1)  Withholds  greater  than  25  percent 
of  payments; 

(2)  Withholds  less  than  25  percent  of 
payments  if  the  physician  or  physician 
group  li  potentially  liable  for  amounts 
exceeding  25  percent  of  payments; 

(3)  Bonuses  that  are  greater  than  33 
percent  of  payments  minus  the  bonus; 

(4)  Withholds  plus  bonuses  when  the 
withholds  plus  bonuses  eoual  more  than 
25  percent  of  payments.  Toe  threshold 
bonus  percentage  for  a  particular 
withhold  percentage  may  be  calculated 
using  the  formula — 

Withhold  %— 0.75(Bonui  %)+25%; 

(5)  Capitation  arrangements,  If — 

(I)  The  difference  between  the 
maximum  possible  payments  and 
minimum  possible  payments  Is  more 
than  25  percent  of  the  maximum 
possible  payments;  or 

(II)  The  maximum  and  minimum 
possible  payments  are  not  clearly 
explained  in  the  physidan's  or 
physician  group's  centred;  and 

(6)  Any  other  incentive  arrangements 
that  have  the  potential  to  hold  a 
physician  or  physidan  group  liable  for 
more  than  25  percent  of  payments. 

(f)  Arrangements  that  cause 
substanllal  financial  risk  when  the  risk 
threshold  is  15  percent.  The  following 
physidan  Incentive  plans  cause 
substantial  financial  risk  If  risk  is  based 
(in  whole  or  In  part)  on  level*  or  costs 
of  referral  service*,  and  Incentive 
payments  are  distributed  and/or 
assessed  more  often  than  annually: 

(1)  Withhold*  greater  than  IS  percent 
of  payments; 

(2)  Withhold*  less  than  IS  percent  of 
payments  If  the  physidan  or  physician 
group  is  potentially  liable  for  amounts 
exceeding  15  percent  of  payments; 

(3)  Bonuses  that  are  greater  than  17.6 
percent  of  payment*  minu*  the  bonus; 

(4)  Withholds  plus  bonuses  when  the 
withholds  plus  bonute*  equal*  more 


than  15  percent  of  payments  for  service* 
they  provided  directly.  The  threshold 
bonus  percentage  may  be  calculated 
with  the  formula — 
Withhold  %— 0.as(Bonus  %)+lS%: 

(5)  Capitation  arrangement*,  if— 

(I)  The  dlfiisTence  between  the 
maximum  posaible  payments  and 
minimum  possible  payments  is  mora 
than  25  percent  of  the  maximum 
possible  payments;  or 

(II)  The  maximum  and  minimum 
possible  psyments  are  not  clearly 
explained  in  the  physidan's  or 
physidan  group's  contrad;  and 

(e)  Any  other  Incentive  arrangement* 
that  have  the  potential  to  hold  a 
physidan  or  physidan  group  liable  for 
mora  than  IS  percent  ofpayinentf . 

(g)  Requirements  for  physician 
incentive  plans  that  place  physicians  at 
substantial  financial  risk.  Organization* 
that  operate  Incentive  plana  tnat  place 
physidans  or  physician  groups  at 
substantial  finandal  risk  must  do  the 
following: 

(1)  Condud  enroUee  surveys.  These 
nirvey*  must — 

(1)  Include  either  all  current 
Medtcare/Medlcaid  enrollees  in  the 
organization  and  those  who  have 
dlsenroUed  (due  to  other  than  loss  of 
eligibility  in  Medicaid)  In  the  past  12 
months,  or  a  sample  of  these  same 
enrollees  and  dlsenrollees; 

(II)  Be  designed,  implemented,  and 
analyzed  in  accordance  with  commonly 
accepted  prindples  of  survey  design 
and  statistical  analysis; 

(III)  Address  enrollees/dlsenrollees 
satisfaction  with  the  quality  of  the 
services  provided  and  their  degree  of 
access  to  the  services;  and 

(iv)  Be  conduded  at  least  annually. 

(2)  Ensure  that  all  physidans  and 
physidan  groups  at  substantial  Bnandal 
risk  have  stop-loss  protection  in 
accordance  with  the  following 
requirements: 

(I)  If  the  risk  threshold  is  25  percent, 
the  stop-loss  protedlon  must  cover  the 
costs  of  referral  services  when  the  costs 
(beyond  allocated  amounts)  exceed  30 
percent  of  payments. 

(II)  If  the  risk  threshold  is  15  percent, 
the  stop-loss  protection  must  cover  the 
costs  of  referral  services  when  the  cost* 
(beyond  allocated  amounts)  exceed  20 
percent  of  payments. 

(ill)  The  organization  may  provide  the 
stop-loss  protection  diredly  or  purt:hase 
the  stop-loss  protection,  or  the 
physidan  or  physidan  group  may 
purchase  the  stop-loss  protection.  If  the 
physidan  or  physidan  group  purchase* 
the  *top-lo**  protection,  the 
organization  mu*t  pay  the  portion  of  the 
premium  that  coven  it*  enrolleM  »• 
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reduce  the  level  at  which  the  (top-loss 
protection  applies  by  the  cost  of  the 
stop-loss. 

(n)  Dischsun  requlnments  for 
organixations  with  physician  incentive 
plans.  All  organizations  must  provide  to 
HCFA  information  concerning  it) 
phystdan  incentive  plans  as  required  or 
requested.  The  information  must 
contain  sufficient  descriptive 
information  to  enable  HCFA  to 
determine  whether  the  plan  complies 
with  the  requirements  specified  in  this 
section.  Organizations  must  provide  this 
information  to  HCFA— 

(1)  Upon  application  for  a  contract; 

(2)  Upon  application  for  a  service  area 
expansion: 

(3)  30  dayi  before  a  change  in  its 
incentive  plan; 

(4)  Within  30  days  of  a  request  by 
HCFA;  and 

(5)  For  organlzationj  with  a  contract 
on  (Insert  effective  date  of  final  rule],  by 
[Insert  30  days  from  effective  date  of 
final  rule). 

(i)  Sanctions  against  the  organization. 
HCFA  may  apply  Intermediate 
sanctions,  or  tne  Office  of  Inspector 
General  may  apply  dvll  money 
penalties  described  at  $  417.495,  if 
HCFA  determines  that  an  eligible 
organization  fails  to  comply  with  the 
requirements  of  this  section. 

3.  A  new  $  41 7.495  Is  added  to  read 
as  follows: 

1 41 7.4BS    Sanction*  agalnat  tha 
organliatlon. 

(a)  Basis  for  application  of  sanctions. 
HCFA  may  apply  intermediate  sanctions 
specified  In  paragraph  (d)  of  this 
section,  as  an  alternative  to  termination, 
if  HCFA  determines  that  an  organization 
with  a  contract  under  this  part — 

(1)  Fails  substantially  to  provide 
medically  necessary  Items  and  services 
that  are  required  to  be  provided  to  an 
Individual  covered  under  the  contract, 
and  the  failure  has  adversely  affected  (or 
has  substanlial  likelihood  of  adversely 
affecting)  the  Individual; 

(2)  Imposes  premiums  on  Individuals 
enrolled  under  this  part  in  excess  of 
premiums  permitted; 

(3)  Acts  to  expel  or  to  refuse  to  re- 
enroll  an  individual  In  violation  of  the 
provisions  of  this  part; 

(4)  Engages  In  any  practlui  that  would 
reasonably  be  expected  to  have  the 
effect  of  denying  or  discouraging 
enrollment  (except  as  permitted  by  this 
part)  with  the  organization  by  eligible 
Individuals  whose  medical  condition  or 
history  Indicates  a  need  for  substantial 
future  medical  services: 

(5)  Misrepresents  or  falsifies 
Information  that  Is  furnished— 

(i)  To  HCFA  under  this  part; 


(II)  To  an  Individual  or  to  any  other 
entity  under  this  part; 

(6)  Fails  to  comply  with  the 
requirements  of  section  1876(g)(6)(A)  of 
the  Act  relating  to  the  prompt  payment 
of  claims; 

(7)  Fails  to  comply  with  the 
requirements  of  $  417.479(c)  through  (h) 
relating  to  phystdan  incentive  plans; 

(8)  Fails  to  meet  the  requirement  in 
section  1876(0(1)  of  the  Act  that  not 
more  than  50  pert»nt  of  the 
organization's  enrollment  may  be 
Medicare  benefidaries  and  Medicaid 
recipients:  or 

(9)  Has  a  Medicare  risk  contrad  and — 
(i)  Employs  or  contracts  with 

individuals  or  entities  excluded  from 
participation  in  Medicare  under 
sections  1128  or  11 28  A  of  the  Act  for 
the  provision  of  health  care,  utilization 
review,  medical  social  work,  or 
administrative  services;  or 

(11)  Employs  or  contrads  with  any 
entity  for  the  provision  of  such  services 
(diredly  or  indirectly)  through  an 
excluded  individual  or  entity. 

(b)  Notice  of  intermediate  sanction. 
Prior  to  applying  the  sanctions  speciRed 
In  paragraph  (d)  of  this  section,  HCFA 
will  send  a  written  notice  to  the 
organization  stating  the  nature  and  basis 
of  the  proposed  sanction.  A  copy  of  the 
notice  (other  than  a  notice  for  the 
violation  described  in  paragraph  (a)(8) 
of  this  section)  will  be  forwarded  to  the 
Office  of  Inspector  General  at  the  same 
time  that  it  is  sent  tu  the  organization. 
HCFA  will  allow  the  organization  15 
days  after  the  date  if  receives  the  notice 
to  provide  evidence  that  the 
organization  has  not  committed  an  act 
or  failed  to  comply  with  a  requirement 
described  In  paragraph  (a)  of  this 
sedlon,  as  applicable. 

(c)  Infonnal  reconsideration.  If  the 
organization  submits  a  timely  response 
to  HCFA's  notice  of  intermediate 
sanction,  HCFA  will  condud  an 
Informal  reconsideration  that  includes: 

(1)  Review  of  the  evidence  by  a  HCFA 
official  who  did  not  participate  in  the 
Initial  decision  to  impose  a  sandlon; 
and 

(2)  If  the  decision  to  impose  a 
sandlon  is  affirmed  on  review, 
forwarding  to  the  organization  a  concise 
written  dedslon  setting  forth  the  fadual 
and  legal  basis  for  the  decision. 

(d)  Intermediate  sanctions.  If  HCFA 
determines  that  an  organization  has 
committed  a  violation  described  In 
paragraph  (a)  of  this  section  and  this 
determination  Is  affirmed  on  review  in 
the  event  the  organization  timely 
contests  the  determination  under 
paragraph  (b)  of  this  section,  HCFA 
may — 


(1)  Require  the  organization  to 
suspend  new  applications  for 
enrollment  from  Medicare  benefidaries 
after  the  elective  date  in  paragraph 
(e)(1)  of  this  section;  or 

(2)  Suspend  payments  to  the 
organization  for  any  individuals  who 
apply  for  enrollment  alter  the  effective 
date  in  paragraph  (e)(1)  of  this  section. 

(e)  Effective  date  and  duration  of 
Intermediate  sanctions.  (1)  Intermediate 
sanctions  will  be  mads  eR^ve  IS  days 
after  the  date  that  the  organization  is 
notified  of  the  dedslon  to  impose  the 
sanctions,  unless  the  organization 
timely  seeks  reconsideration  under 
paragraph  (c)  of  this  section,  in  which 
case  the  Intermediate  sanction  generally 
will  be  effective  on  the  date  the 
organization  is  notified  of  HCFA's 
decision  under  paragraph  (c)(2)  of  this 
section. 

(2)  If  HCFA  determines  that  the 
organization's  condud  poses  a  serious 
threat  to  an  enrollees'  health  and  safety, 
the  intermediate  sanction  may  be  made 
effedive  on  a  date  prior  to  Issuance  of 
HCFA's  dedslon  under  paragraph  (c)(2) 
of  this  section. 

(3)  The  sanction  will  remain  in  effed 
until  HCFA  notifies  the  organization 
that  HCFA  is  saUsfied  that  the  basis  for 
applying  the  sanction  has  been 
correded  and  is  not  likely  to  recur. 

(f)  Termination  by  HCFA.  As  an 
alternative  to  the  sanctions  described  in 
paragraph  (d)  of  this  section,  HCFA  may 
decline  to  renew  an  organization's 
contrad  in  accordance  with 

§  417.492(b),  or  terminate  its  contrad  in 
accordance  with  $  417.494(b]. 

(g)  Ci'vjf  money  penalties.  If  HCFA 
determines  that  an  organization  has 
committed  an  ad  or  failed  to  comply 
with  a  requirement  described  in 
paragraph  (a)  of  this  sedion  (with  the 
exception  of  the  violation  described  In 
paragraph  (a)(8)  of  this  section),  HCFA 
vfill  convey  such  determination  to  the 
Office  of  Inspedor  General.  In 
accordance  with  the  provisions  of  42 
CFR  part  1003,  the  OIG  may  impose 
dvll  money  penalties  on  the 
organization  In  addition  to  or  in  lieu  of 
the  intermediate  sanctions  imposed  by 
HCFA. 

PART  434— CONTRACTS 

B.  Part  434  Is  amended  as  follows: 

1.  The  authority  citation  for  part  434 
is  revised  to  read  as  follows: 

Authority:  Sees.  1102. 1902(aK4). 
1902(pl(2),  and  1903(m)  of  the  Social 
Security  Act  (42  U.S.C  1302, 13g6(a)(4), 
1396a(p)(2).  and  t396b). 

2.  In  subpart  D,  S  434.44(a)(1)  is 
revised  to  read  as  follows: 
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{434.44    SpmUI  rulM  for  Mrtaln  hMlth 
Iniuring  organUationt. 

(a)  A  health  insuring  organization  that 
First  enrolls  patients  on  or  after  January 
1, 1986,  and  arranges  with  other 
providers  (through  subcontract,  or 
through  other  arrangements)  for  the 
delivery  of  services  (as  described  in 
§  434.21(b)l  to  Medicaid  enroUees  on  a 
prepaid  capitation  risk  basis  is — 

(1]  Subject  to  the  general 
requirements  set  forth  in  S  414.20(d) 
concerning  services  that  may  be  covered 
and  $  434.20(e)  which  set  forth  the 
requirements  for  all  contracts,  the 
additional  requirements  set  forth  in 
§§  434.21  through  434.38  and  the 
Medicaid  agency  responsibilities 
speciTied  in  subpart  E  of  this  part:  and 
ft        •        •        •        * 

3.  In  subpart  E,  a  new  §  434.67  is 
added  to  read  as  follows: 

i  434.67    Sanctions  (gainst  HMO*  witti 
comprahenslva  risk  contracta. 

(a)  Basis  for  application  of  sanctions. 
The  agency  may  recommend  that  the 
intermediate  sanction  speciHed  in 
paragraph  (e)  of  this  section  be  imposed 
if  the  agency  determines  that  an  HMO 
with  a  comprehensive  risk  contract — 

(1)  Fails  substantially  to  provide 
medically  necessary  items  and  services 
that  are  required  under  law  or  under  the 
contract  to  be  provided  to  an  individual 
covered  under  the  contract,  and  the 
failure  has  adversely  affected  (or  has 
substantial  likelihood  of  adversely 
affecting)  the  individual: 

(2)  Imposes  premiums  on  individuals 
covered  under  the  contract  in  excess  of 
premiums  permitted: 

(3)  Engages  in  any  practice  that 
discriminates  among  individuals  on  the 
basis  of  their  health  status  or 
requirements  for  health  care  services, 
including  expulsion  or  refusal  to  re- 
enroll  an  individual,  or  any  practice  that 
could  reasonably  be  expected  to  have 
the  effect  of  denying  or  discouraging 
enrollment  (except  as  permitted  by 
section  1903(m)  of  the  Act)  by  eligible 
individuals  whose  medical  condition  or 
history  indicates  a  need  for  substantial 
future  medical  services: 

(4)  Misrepresents  or  falsifies 
information  that  is  furnished — 

(i)  To  HCFA  or  the  State  agency  under 
section  1 903(m)  of  the  Act;  or 

(ii)  To  an  individual  or  to  any  other 
entity  under  section  1903(m):  or 

(5)  Fails  to  comply  with  the 
requirements  of  §  417.479  (c)  through  (g) 
of  this  chapter  relating  to  physician 
incentive  plans,  or  fails  to  submit  to  the 
State  Medicaid  agency  its  physician 
incentive  plans  as  required  or  requested 
in  §434.70. 


(b)  Effect  of  an  agency  determination. 
(1)  When  the  agency  determines  that  an 
HMO  with  a  comprehensive  risk 
contract  has  committed  one  of  the 
violations  identified  in  paragraph  (a)  of 
this  section,  the  agency  must  forward 
this  determination  to  HCFA.  This 
determination  becomes  HCFA's 
determination  for  purposes  of  section 
1903(m)(5)(A)  of  the  Act.  if  HCTA  does 
not  reverse  or  modify  the  determination 
within  15  days. 

(2)  When  the  agency  decides  to 
recommend  imposition  of  the 
intermediate  sanction  specified  in 
paragraph  (e)  of  this  section,  this 
recommendation  becomes  HCFA's 
decision,  for  purposes  of  section 
1903(m)(5)(B)(ii)  of  the  Act,  if  HCFA 
does  not  reject  this  recommendation 
within  15  days. 

(c)  Notice  of  intermediate  sanction.  If 
a  determination  to  impose  intermediate 
sanctions  becomes  HCFA's 
determination  in  accordance  with 
paragraph  rb)(2)  of  this  section,  the 
agency  must  send  a  written  notice  to  the 
HMO  stating  the  nature  and  basis  of  the 
proposed  sanction.  A  copy  of  the  notice 
will  be  forwarded  to  the  OIG  at  the  same 
time  that  it  Is  sent  to  the  organization. 
The  agency  will  allow  the  HMO  15  days 
after  the  date  it  receives  the  notice  to 
provide  evidence  that  the  HMO  has  not 
committed  an  act  or  failed  to  comply 
with  a  requirement  described  in 
paragraph  (a)  of  this  section,  as 
applicable. 

(d)  Informal  reconsideration.  (1)  If  the 
HMO  submits  a  timely  response  to  the 
agency's  notice  of  intermediate 
sanction,  the  agency  will  conduct  an 
informal  reconsideration  that  includes — 

(i)  Review  of  the  evidence  by  an 
agency  official  who  did  not  participate 
in  the  initial  recommendation  to  impose 
a  sanction:  and 

(ii)  A  concise  written  decision  setting 
forth  the  factual  and  legal  basis  for  the 
decision. 

(2)  The  agency  decision  under 
paragraph  (d)(l)(ii)  of  this  section  will 
be  forwarded  to  HCFA  and  will  become 
HCFA's  decision  if  HCFA  does  not 
reverse  or  modify  the  decision  within  15 
days.  The  agency  will  send  the  HMO  a 
copy  of  HCFA's  decision  under  this 
section. 

(e)  Intermediate  sanction.  If  a  HCFA 
determination  that  an  HMO  has 
committed  a  violation  described  in 
paragraph  (a)  of  this  section  is  affirmed 
on  review  under  paragraph  (d)  of  this 
section,  or  is  not  timely  contested  by  the 
HMO  under  paragraph  (c)  of  this 
section.  HCFA,  based  upon  the 
recommendation  of  the  agency,  may 
deny  payment  for  new  enrollees  of  the 
HMO  pursuant  to  section 


1903(m)(5)(B)(ii)  of  the  Act.  Under 
§§  434.22  and  434.42,  this  denial  of 
payment  by  HCFA  for  new  enrollees 
automatically  results  in  a  denial  of 
agency  payments  to  the  HMO  for  the 
same  enrollees.  A  "new  enrollee"  is 
defined  as  an  enrollee  that  applies  for 
enrollment  after  the  effective  date  in 
paragraph  (f)(1)  of  this  section. 

(1)  Effective  date  and  duration  of 
intermediate  sanction.  (1)  Unless  an 
HMO  timely  seeks  a  reconsideration  in 
accordance  with  paragraph  (d)  of  this 
section  or  HCFA  determines  the 
violation  poses  a  serious  threat  to 
enrollees'  health  or  safety,  intermediate 
sanctions  will  be  made  effective  15  days 
after  the  date  that  the  HMO  is  notified 
of  the  HCFA  decision  to  impose  the 
sanction  in  accordance  with  the 
procedures  specified  in  paragraph  (c)  of 
this  section.  If  the  HMO  seeks 
reconsideration  under  paragraph  (d)  of 
this  section,  the  intermediate  sanction 
generally  will  be  effective  on  the  date 
the  organization  is  notified  of  HCFA's 
decision  under  paragraph  (d)(l)(ii)  of 
this  section. 

(2)  If  HCFA,  in  consultation  with  the 
agency,  determines  that  the  HMO's 
conduct  poses  a  serious  threat  to  an 
enrollee's  health  and  safety,  the 
intermediate  sanction  may  be  made 
effective  on  a  date  prior  to  issuance  of 
the  decision  under  paragraph  (d)(l)(ii) 
of  this  section. 

(3)  The  sanction  will  remain  in  effect 
until  HCFA,  in  consultation  with  the 
agency,  is  satisfied  that  the  basis  for 
applying  the  sanction  has  been 
corrected  and  is  not  likely  to  recur. 

(g)  Civil  money  penalties.  If  a 
determination  that  an  organization  has 
committed  a  violation  under  paragraph 
(a)  of  this  section  becomes  HCFA's 
determination  under  paragraph  (b)(1)  of 
this  section.  HCFA  will  convey  such 
determination  to  the  Office  of  Inspector 
General.  In  accordance  with  the 
provisions  of  42  CFR  Part  1003,  the  OIG 
may  impose  civil  money  penalties  on 
the  organization  in  addition  to  or  in  lieu 
of  the  intermediate  sanctions  imposed 
under  this  section. 

(h)  Performance  of  functions.  HCFA 
retains  the  right  to  independently 
perform  the  functions  assigned  to  the 
agency  in  paragraphs  (a)  through  (f)  of 
this  section. 

(i)  State  plan  requirements.  The  State 
plan  must  include  a  plan  to  monitor  for 
violations  specified  in  paragraph  (a)  of 
this  section  and  for  implementing  the 
provisions  of  this  section. 

4.  In  Subpart  F.  §  434.70  is  revised  to 
read  as  follows: 
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f  434.70    Condition  for  FFP. 

(a)  FFP  is  available  in  expenditures 
for  payments  to  contractors  only  for  the 
periods  ttiat — 

(t)  The  contract— 

(i)  Meets  the  requirements  of  this  part; 

(ii)  Meets  the  appropriate 
requirements  of  45  CFR  Part  74;  and 

(iii)  Is  In  effect;  and 

(2)  The  HMO  or  HIO  contractor 
complies  with  the  requirements 
specified  in  §  417.479  (c)  through  (g)  of 
this  chapter,  and  has  supplied  sufficient 
information  on  its  physician  incentive 
plan  to  the  State  Medicaid  agency  to 
enable  the  Slate  to  determine  whether 
the  plan  complies  with  such 
requirements.  The  HMO  or  HIO  must 
supply  this  information  to  the  State 
Medicaid  agencies — 

(I)  Upon  application  for  a  contract; 

(Ii)  Within  30  days  of  a  change  in  its 
Incentive  plan; 

(Hi)  Within  30  days  of  a  request  by  the 
Stale  or  HCFA;  and 

(Iv)  For  organizations  with  a  contract 
on  December  14, 1992  of  final  rule,  by 
January  13, 1992  of  final  rule. 

(b)  HCFA  may  withhold  FFP  for  any 
period  during  which — 

(1)  The  State  falls  to  meet  the  State 
plan  requirements  of  this  part: 

(2)  Either  party  to  a  contract 
substantially  fails  to  carry  out  the  terms 
of  the  contract;  or 

(3)  The  State  fails  to  obtain  from  each 
HMO  or  HIO  contractor  proof  that  It 
meets  the  requirements  for  physician 
incentive  plans  specified  in  §  417.479 
(c)  through  (g)  of  this  chapter. 

CHAPTER  V— OFFICE  OF  INSPECTOR 
GENERAL— HEALTH  CARE,  DEPARTMENT 
OF  HEALTH  AND  HUMAN  SERVICES 
II.  Chapter  V  of  title  42  would  be 
amended  as  set  forth  below: 

PART  1003— CIVIL  MONEY 
PENALTIES,  ASSESSMENTS  AND 
EXCLUSIONS 

A.  Part  1003  is  amended  as  follows: 

1.  The  authority  citation  for  part  1003 
Is  revised  to  read  as  follows: 

Aulhority:  42  U.S.C  1302, 1320a-7, 
1320a-7a,  1320b-10. 1395mm,  139Sss(d). 
139Su(i).  139Su(k).  1396b(m),  11131(c)  and 
11137(b)(2). 

2.  Section  1003.100  is  amended  by 
revising  paragraph  (a);  republishing 
paragraph  (b)(1)  introductory  text 
revising  paragraphs  (b)(l)(iv)  and 
(b)(l)(v)  and  adding  a  new  paragraph 
(b)(l)(vi)  to  read  as  follows: 

{1003.100    Baals  and  purpoM. 

(a)  Basis.  This  part  implements 
sections  1128, 1128(c),  1128A,  1140. 
1842(j),  1842(k).  1876(i)(6),  1882(d),  and 
1903(m)(5)  of  the  Social  Security  Act 


and  sections  421(c)  and  427(b)(2)  of 
Pub.  L.  99-660  (42  U.S.C  1320a-7. 
1320a-7(c),  1320a-7a,  1320b-10, 
139Smm,  139Sss(d),  139Su(i),  1395u(k), 
1396b(m)),  11131(c)  and  11137(b)(2)). 

(b)  Purpose. '  *  * 

(1)  Provides  for  the  imposition  of  civil 
money  penalties  and,  as  applicable, 
assessments  against  persons  who — 
•        •        •        •        • 

(Iv)  Fail  to  report  information 
concerning  medical  malpractice 
payments  or  who  improperly  disclose, 
use,  or  permit  access  to  information 
reported  under  part  B  of  title  IV  of  Pub. 
L.  99-660,  and  regulations  specified  in 
45  CFR  part  60; 

(v)  Misuse  certain  Medicare  and 
Social  Security  program  words,  letters, 
symbols,  and  emblems;  or 

(vi)  Substantially  fail  to  provide  an 
enroUee  with  required  medically 
necessary  items  and  services,  or  who 
engage  In  certain  marketing,  enrollment, 
reporting,  claims  payment,  employment, 
or  contracting  abuses,  or  who  do  not 
meet  the  requirements  for  physician 
incentive  plans  for  Medicaid  specified 
in  §  417.479  (c)  through  (g)  of  this  title. 

3.  Section  1003.101  is  amended  by 
adding,  in  alphabetical  order, 
definitions  for  the  terms  adverse  effect, 
contracting  organization,  enrollee,  and 
physician  incentive  plan  to  read  as 
follows: 

$1003.101    Dennltlont. 


Physician  incentive  plan  means  any 
compensation  arrangement  between  a 
contracting  organization  and  a 
physician  group  that  may  directly  or 
indirectly  have  the  effect  of  reducing  or 
llmitInK  services  provided  with  respect 
to  enroTlees  in  the  organization. 
•        •        •        •        • 

4.  In  $  1003.102,  paragraph  (b) 
introductory  text  is  republished  and  a 
new  paragraph  (b)(8)  is  added,  to  read 
as  follows: 

11003.102    Basis  (or  civil  money  pMWitiM 
•nd  atuttments. 


Adverse  effect  means  medical  care  has 
not  been  provided  and  the  failure  to 
provide  such  necessary  medical  care  has 
presented  an  imminent  danger  to  the 
health,  safety,  or  well-being  of  the 
patient,  or  has  placed  the  patient 
unnecessarily  in  a  high-risk  situation. 

Contracting  organization  means  a 
public  or  private  entity,  inclusive  of  a 
health  maintenance  organization 
(HMO),  competitive  medical  plan 
(CMP),  or  health  insuring  organization 
(HIO)  which  meets  the  requirements  of 
section  1876(b)  or  is  subject  to  the 
requirements  in  section  1903(m)(2)(A) 
of  the  Social  Security  Act,  and  which 
has  contracted  with  the  Department  or 
a  State  to  provide  medical  Items  and 
services  to  Medicare  beneficiaries  or 
Medicaid  recipients. 

Enrollee  means  an  Individual  who  Is 
eligible  for  Medicare  or  Medicaid,  and 
who  enters  into  an  agreement  to  receive 
medical  items  and  services  from  a 
contracting  organization  that  contracts 
with  the  Department  under  titles  XVIII 
or  XIX  of  the  Social  Security  Act. 


(b)  The  OIG  may  impose  a  penalty, 
and  where  authorized,  an  assessment 
against  any  person  (Including  an 
Insurance  company  in  the  case  of 
paragraphs  (b)(S)  and  (b)(6)  of  this 
section)  whom  It  determines  in 
accordance  with  this  part — 

(8)  Is  a  contracting  organization  that 
HCFA  determines  has  committed  an  act 
or  failed  to  comply  with  the 
requirements  set  forth  In  §§  417.495(a), 
434.67(a),  and  434.80(c)  of  this  title. 


5.  Section  1003.103  is  amended  by 
revising  paragraph  (a)  and  adding  new 
paragraph  (e),  to  read  as  follows: 

1 1003.103    Amount  of  penalty. 

(a)  Except  as  provided  in  paragraphs 
(b),  (c),  (d),  and  (e)  of  this  section,  the 
OIG  may  Impose  a  penalty  of  not  more 
than  S2,000  for  each  item  or  service  that 
Is  subject  to  a  determination  under 
§1003.102. 


(e)(1)  The  OIG  may,  in  addition  to  or 
in  lieu  of  other  remedies  available  under 
law,  impose  a  penalty  of  up  to  $25,000 
for  each  determination  by  HCFA  that  a 
contracting  organization  has: 

(i)  Failed  substantially  to  provide  an 
enrollee  with  required  medically 
necessary  items  and  services.  If  the 
failure  adversely  affects  (or  has  the 
likelihood  of  adversely  affecting)  the 
enrollee; 

(11)  Imposed  premiums  on  enrollees  in 
excess  of  amounts  permitted  under 
section  1876  or  title  XIX  of  the  Act; 

(iii)  Acted  to  expel  or  to  refuse  to  re- 
enroll  a  Medicare  benePxiary  in 
violation  of  the  provisions  of  section 
1876  of  the  Act.  and  for  reasons  other 
than  the  beneficiary's  health  status  or 
requirements  for  health  care  services; 

(iv)  Misrepresented  or  falsified 
information  furnished  to  an  individual 
or  any  other  entity  under  section  1876 
or  1903(m)  of  the  Act; 

(v)  Failed  to  comply  with  the 
requirements  of  section  1876(g)(6)(A)  of 
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the  Act.  regarding  prompt  payment  of 
claims:  or 

(vi)  Failed  to  comply  with  the 
requirements  of  5  417.479(c)  through  (h) 
of  this  title  for  Medicare,  and 
§  417.479(c)  through  (g)  of  this  title  for 
Medicaid,  regarding  certain  prohibited 
incentive  payments  to  physicians. 

(2)  The  OIG  may,  in  addition  to  or  in 
lieu  of  other  remedies  available  under 
lavir.  Impose  a  penally  of  up  to  $25,000 
for  each  determination  by  HCFA  that  a 
contracting  organization  with  a  contract 
under  section  1876  of  the  Act: 

(i)  Employs  or  contracts  with 
individuals  or  entitles  excluded  from 
participation  in  Medicare,  under 
sections  1128  or  1128A  of  the  Act,  for 
the  provision  of  health  care,  utilization 
review,  medical  social  work,  or 
administrative  services:  or 

(ii)  Employs  or  contracts  with  any 
entity  for  the  provision  of  such  services 
(directly  or  indirectly)  through  an 
excluded  individual  or  entity. 

(3)  The  OIG  may,  in  addition  to  or  in 
lieu  of  other  remedies  available  under 
law,  impose  a  penalty  of  up  to  1100,000 
for  each  determination  that  a 
contracting  organization  has: 

(i)  Misrepresented  or  falsified 
information  furnished  to  the  Secretary 
under  section  1876  of  the  Act,  or  to  the 
State  under  section  1903(m)  of  the  Act; 
or 

(ii)  Acted  to  expel  or  to  refuse  to  re- 
enroll  a  Medicare  beneficiary  or 
Medicaid  recipient  because  of  the 
individual's  health  status  or 
requirements  for  health  care  services,  or 
engaged  in  any  practice  that  would 
reasonably  be  expected  to  have  the 
effect  of  denying  or  discouraging 
enrollment  (except  as  permitted  by 
section  1876  or  1903(m)  of  the  Act)  with 
the  contracting  organization  by 
enrollees  whose  medical  condition  or 
history  indicates  a  need  for  substantial 
future  medical  services. 

(4)  In  cases  where  enrollees  are 
charged  more  than  the  allowable 
premium,  the  OIG  will  impose  an 
additional  penalty  equal  to  double  the 
amount  of  excess  premium  charged  by 
the  contracting  organization.  The  excess 
premium  amount  will  be  deducted  from 
the  penalty  and  returned  to  the  enrollee. 

(5)  The  OIG  will  impose  an  additional 
$15,000  penalty  for  each  individual  not 
enrolled  when  it  is  determined  that  a 
contracting  organization  has  committed 
a  violation  described  in  paragraph 
(e)(3](ii)  of  this  section. 

(6)  For  purpows  of  peragraph  (e)  in 
this  section,  a  violation  is  defined  as 
each  Incident  wheta  a  person  has 
committed  an  act  or  failed  to  comply 
with  a  requirement  set  forth  In 


S§  417.495(a),  434.67(a),  or  434.80(c)  of 
this  title,  as  determined  by  HCFA. 

6.  Section  1003.106  is  amended  by 
adding  new  paragraph  (a)(4); 
redesignating  paragraph  (d)  as 
paragraph  (e)  and  republishing  it;  and 
adding  a  new  paragraph  (d)  to  read  as 
follows: 

1 1 003. 1 06    DetarmlnMlona  regarding  the 
■mount  of  the  penalty  and  aaaaaamant 

(a)  •  •  • 

(4)  In  determining  the  appropriate 
amount  of  any  penalty  or  assessment 
under  S  1003.103(e),  the  OIG  will 
consider  as  appropriate: 

(i)  The  nature  and  scope  of  the 
required  medically  necessary  Item  or 
service  not  provided  and  the 
circumstances  under  which  it  was  not 
provided; 

(ii)  The  degree  of  culpability  of  the 
contracting  organization; 

(iii)  The  seriousness  of  the  adverse 
effect  that  resulted  or  could  have 
resulted  from  the  failure  to  provide 
required  medically  necessary  care; 

(iv)  The  harm  which  resulted  or  could 
have  resulted  from  the  provision  of  care 
by  a  person  that  the  contracting 
organization  is  expressly  prohibited, 
under  sections  1876(i)(6)  or  1903(p)(2) 
of  the  Act,  from  contracting  or 
employing; 

(v)  The  harm  which  resulted  or  could 
have  resulted  from  the  contracting 
organization's  expulsion  or  refusal  to  re- 
enroll  a  Medicare  beneficiary  or 
Medicaid  recipient: 

(vi)The  nature  of  the 
misrepresentation  or  fallacious 
information  furnished  by  the 
contracting  organization  to  the 
Secretary,  Slate,  enrollee,  or  other  entity 
under  sections  1876  or  1903(m)  of  the 
Act; 

(vii)  The  extent  to  which  the  failure 
to  provide  medically  necessary  services 
could  be  attributed  to  a  prohibited 
inducement  to  reduce  or  limit  services 
under  a  physician  Incentive  plan  and 
the  harm  to  the  enrollee  which  resulted 
or  could  have  resulted  from  such 
failure.  It  would  be  considered  an 
aggravating  factor  if  Iha  contracting 
organization  knowingly  or  routinely 
engaged  in  any  prohibited  practice 
which  acted  as  an  inducement  to  reduce 
or  limit  medically  necessary  services 
provided  with  respect  to  a  spedHc 
enrollee  in  the  organization; 

(viii)  The  history  of  prior  offenses  by 
the  contracting  organization,  or 
principals  of  the  contracting 
organization,  including  whether  at  any 
time  prior  to  determination  of  the 
current  violation  or  violations  the 
contracting  organization  or  any  of  its 
principals  was  convicted  of  s  criminal 


charge,  or  was  held  liable  for  civil  or 
administrative  sanctions  in  connection 
with  a  program  covered  by  this  part  or 
any  other  public  or  private  program  of 
payment  for  medical  services;  and 

(ix)  Such  other  matters  as  justice  may 
require. 

(d)  In  considering  the  factors  listed  In 
paragraph  (a)(4)  of  this  section,  for 
violations  subject  to  a  determination 
under  S  1003.103(e),  the  following 
circumstances  are  to  be  considered,  as 
appropriate,  in  determining  the  amount 
of  any  penalty: 

(1)  Nature  and  circumstances  of  the 
Incident.  It  would  be  considered  a 
mitigating  circumstance  If,  where  more 
than  one  violation  exists,  the 
appropriate  Items  or  services  not 
provided  were: 

(i)  Few  In  number,  or 

(ii)  Of  the  same  type  and  occurred 
within  a  short  period  of  time. 

It  would  be  considered  an  aggravating 
circumstance  if  such  items  or  services 
were  of  several  types  and  occurred  over 
a  lengthy  period  of  time,  or  If  there  were 
many  such  Items  or  services  (or  the 
nature  and  circumstances  Indicate  a 
pattern  of  such  items  or  services  not 
being  provided). 

(2)  Degree  of  culpability.  It  would  be 
considered  a  mitigating  circumstance  If 
the  violation  was  the  result  of  an 
unintentional,  unrecognized  error,  and 
corrective  action  was  taken  promptly 
after  discovery  of  the  error. 

(3)  Failure  to  provide  required  care.  It 
would  be  considered  an  aggravating 
circumstance  if  the  failure  to  provide 
required  care  was  attributable  to  an 
Individual  or  entity  that  the  contracting 
organization  is  expressly  prohibited  by 
law  from  contracting  or  employing. 

(4)  Use  of  excluded  Individuals.  It 
would  be  considered  an  aggravating 
factor  if  the  contracting  organization 
knowingly  or  routinely  engages  in  the 
prohibited  practice  of  contracting  or 
employing,  either  directly  or  indirectly. 
Individuals  or  entitles  excluded  from 
the  Medicare  program  under  sections 
1128  01  1128AoftheAct. 

(5)  Routine  practices.  It  would  be 
considered  an  aggravating  factor  if  the 
contracting  organization  knowingly  or 
routinely  engages  In  any  discriminatory 
or  other  prohibited  practice  which  has 
the  effect  of  denying  or  discouraging 
enrollment  by  individuals  whose 
medical  condition  or  history  indicates  a 
need  for  substantial  future  medical 
services. 

(6)  Prior  offenses.  It  would  be 
considered  an  aggravating  circumstance 
If  at  any  time  prior  to  determination  of 
the  current  violation  or  violations,  the 
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contracting  organization  or  any  of  Iti 
principal*  wa>  convicted  on  criminal 
charget  or  held  liable  for  civil  or 
administrative  tanctiont  in  connection 
with  a  program  covered  by  this  part  or 
any  other  public  or  private  program  of 
payment  for  medical  (ervicei.  The  lack 
of  prior  liability  for  criminal,  civil,  or 
admlnittrative  sanctions  by  the 
contracting  organization,  or  the 
principals  of  the  contracting 
organization,  would  not  necessarily  be 
considered  a  mitigating  circumstance  in 
determining  civil  monetary  penalty 
amounts. 

(e)  (1)  The  standards  set  forth  In  this 
section  are  binding,  except  to  the  extent 
that  their  application  would  result  in 
imposition  of  an  amount  that  would 
exceed  limits  imposed  by  the  United 
Stales  Constitution. 

(2)  The  amount  imposed  will  not  be 
less  than  the  approximdte  amount 
required  to  fully  compensate  the  United 
States,  or  anv  State,  for  its  damages  and 
costs,  tangible  and  intangible,  including 
but  not  limited  to  the  costs  attributable 
to  the  Investigation,  prosecution,  and 
administrative  review  of  the  case. 

(3)  Nothing  in  this  section  will  limit 
the  authority  of  the  Depariment  to  settle 
any  Issue  or  case  as  provided  by 

S  1003.126,  or  to  compromise  any 
penalty  and  assessment  a*  provided  by 
§1003.128. 

(Catalog  of  Federal  Domestic  Assistance 
Program  No.  93.773— Medicare— Hospital 
Insurance  Program:  No.  93.774 — Medicare— 
Supplementary  Medical  Insurance  Program; 
No.  93.778 — Medical  Auittanca  Program.) 

Dated:  September  25. 1992. 
William  Toby, 

Acting  Deputy  Adminittwior,  Health  Care 
Financing  Administration. 

Dated:  September  30. 1992. 
Brian  B.  Mitchell. 
Principal  Deputy  Intpeclor  General, 
Department  of  Health  and  Human  Savice*. 

Approved:  October  2t.  1992. 
UuU  W.  SuUiTan. 
Secretary. 
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The  Chairman.  I  appreciate  as  always  the  great  job  that  HCFA 
does,  making  Medicare  the  finest  insurance  system  in  the  world. 
But  my  suggestion  that  it  ought  to  be  expanded  to  some  other  folks 
falls  often  on  deaf  ears. 

But  you  could  tell,  can't  you,  Mr.  Willis?  If  we  had  a  whole  team 
down  there  like  Mr.  Broglie,  there  is  nobody  that  could  touch  us, 
right? 

Mr.  Willis.  That  is  right. 

The  Chairman.  All  right. 

Mr.  Willis.  Mr.  Chairman? 

The  Chairman.  Yes,  sir? 

Mr.  Willis.  If  I  may,  since  I  am  here  there  is  just  one  point  I 
would  like  to  make,  and  that  is  the  whole  notion  of  health  alliances 
being  defined  within  State  boundaries  or,  in  our  case,  within  the 
District  of  Columbia.  As  I  view  the  health  insurance  market,  it  is  a 
major  metropolitan  market. 

As  a  regulator,  if  that  thought  is  carried  through  in  Federal  leg- 
islation, that  is  going  to  create  one  heck  of  a  problem  here  in  river 
city.  Companies  market  their  products  looking  at  the  region  and 
not  just  looking  at  the  District.  The  issue  that  you  have  raised 

The  Chairman.  Well,  you  would  be  able  to  rate  your  own,  they 
say,  although  they  go  back  and  forth.  On  the  one  hand,  they  say 
every  State  can  write  its  own  alliance  regulations,  but  then  they 
give  us  the  list — they  are  beginning  to  give  us  the  list  of  things 
that  they  will  want  the  State  to  put  in  those,  and  it  sounds  very 
much  to  me  like  HCFA's  regulations  for  Medicare  are  going  to  look 
minor  compared  to  what  they  are  going  to  have  to  write  to  run 
these  alliances  for  which  we  have  no  point  of  reference.  You 
haven't  ever  seen  an  alliance. 

Mr.  Willis.  My  concern  is  that  if  you  have  three  State  laws 
being  applied  to  one  alliance  that  is  involved  in  an  interstate  oper- 
ation  

The  Chairman.  No.  As  I  understand  it  now,  although  that  is  a 
question  we  keep  raising,  each  State  has  its  own  alliance. 

Mr.  Willis.  I  agree  that  is  the  way  it  looks  today.  I  am  just 
saying  as  a  practical  matter  I  am  not  sure  that  is  the  right  solution 
for  an  area  like  Washington. 

The  Chairman.  Practical  matters  don't  phase  Ira  Magaziner  one 
bit.  [Laughter.] 

Mr.  Willis.  It  is  on  this  side  of  the  aisle  at  this  point. 

The  Chairman.  He  hasn't  seen  a  practical  problem  that  he  can't 
screw  up  in  his  career.  He  is  a  proponent  of  cold  fusion.  I  would 
tell  you  to  study  those  things,  those  suggestions  out  of  the  Univer- 
sity of  Utah.  It  will  give  you  an  idea  how  we  get  something  for 
nothing.  Mr.  Broglie  is  going  to  have  to  write  the  regulation  to  see 
that  it  works. 

So  there  will  be  something  in  this  for  all  of  us.  For  you  two  I 
suspect  it  will  be  regulations  that  you  have  yet  to  dream  of,  and 
let's  hope  that  out  of  all  of  it  in  a  spirit  of  happy  cooperation  the 
beneficiaries  will  get  good  medical  care.  How  is  that? 

Mr.  Willis.  Okay.  Thank  you. 

Mr.  Brogue.  Thanks,  Mr.  Chairman. 

The  Chairman.  Adjourned. 
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[Whereupon,  at  2  p.m.,  the  committee  was  recessed,  to  reconvene 
subject  to  the  call  of  the  Chair.] 

[The  following  additional  material  was  subsequently  received  for 
the  record.] 
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Haman  Resources  Division 

B-254873 

September  13,  1993 

The  Honorable  Fortney  H.  (Pete)  Stark 
Chairman,  Committee  on  District  of  Columbia 
House  of  Representatives 

Dear  Mr.  Chairman: 

You  asked  us  to  supply  information  on  three  topics  related 
to  Medicare  HMOs .   These  were  the 

--  status  of  open  recommendations  from  past  GAO  reports 
related  to  Medicare  HMOs, 

--  implementation  status  of  Section  4204  of  OBRA  '90  (P.L. 
101-508)  and 

—  current  position  of  marketing  problems  in  Humana  Medical 
Plan  of  South  Florida 

OPEN  RECOMMENDATIONS 

Relevant  open  recommendations  are  listed  by  report  titles, 
which  are  underlined. 


Medicare:   Experience  Shows  Ways  to  Improve  Oversight  of 
Health  Maintenance  Organizations  (GAO/HRD-88-73,  July  17, 
1988) 

Recommendation  to  the  House  Committee  on  Ways  and  Means, 
Subcommittee  on  Health:   The  Subcommittee  should  consider 
developing  legislation  to  give  the  Health  Care  Financing 
Administration  (HCFA)  discretion  to  suspend  Medicare 
enrollments  in  HMOs  that  fail  to  respond  to  notices  of 
noncompliance  in  a  timely  manner,  have  recurring  compliance 
problems,  or  are  encountering  financial  difficulties,  or 
failing  to  meet  financial  solvency  requirements  and  not 
showing  substantial  progress  in  improving  from  one 
reporting  period  to  the  next. 

This  recommendation  was  reiterated  as  a  conclusion  in  a 
subsequent  report  (GAO/HRD-92-11,  see  below). 

Status:   The  Department  of  Health  and  Human  Services  (HHS) 
has  submitted  to  the  Congress  a  legislative  proposal  that 
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would  meet  the  intent  of  the  recommendation.   The  Congress 
has  not  yet  acted  as  of  this  date. 

Recommendation:   The  Secretary  of  HHS  should  direct  the 
Administrator,  HCFA,  to  issue  regulations  specifying  the 
purpose  of  retroactive  disenrollments  and  the 
circumstances,  criteria,  and  procedures  that  must  be  met  in 
authorizing  such  actions. 

Status:   HHS  has  revised  its  HMO  manual,  effective  July 
1992,  to  address  the  issues  in  this  recommendation.   HHS 
expects  to  issue  relevant  regulations  in  late  1993. 


Medicare;   PRO  Review  Does  not  Assure  Quality  of  Care 
Provided  by  Risk  HMOs  (GAO/HRD-91-4  8 ,  March  31,  1991) 

Recommendation:   Although  risk  HMOs  are  required  to 
cooperate  with  Peer  Review  Organizations  (PROs),  Congress 
should  amend  the  Social  Security  Act  to  give  HCFA  explicit 
authority  to  impose  such  remedies  as  suspending  enrollment 
or  payments  or  imposing  civil  monetary  penalties  to  help 
insure  that  risk  HMOs  comply  in  collecting  and  submitting 
the  inpatient  information  needed  by  PROs  to  carry  our  their 
review  responsibilities. 

Status:   HHS  has  submitted  a  legislative  proposal  that 
addresses  the  issues  in  this  recommendation.   The  Congress 
has  not  acted  as  of  this  date. 

Recommendation:   The  Secretary  of  HHS  should  direct  the 
Administrator,  HCFA,  to  provide  leadership  in  encouraging 
participating  risk  HMOs  to  begin  collecting  centralized 
data  on  ambulatory  care  provided  to  Medicare  enrollees. 

Status :   HHS  does  not  Intend  to  act  on  this  recommendation 
because  it  considers  centralization  of  records  to  be 
problematic. 

Medicare:   HCFA  Needs  to  Take  Stronger  Actions  Against  HMOs 
Violating  Federal  Standards  (GAO/HRD-92-11,  Nov.  12,  1991) 

Recommendation:   The  Secretary  of  HHS  should  direct  the 
Administrator,  HCFA,  to  establish  policies  that  specify  the 
circumstances  and  timing  regarding  when  it  will  impose 
sanctions  on  HMOs  with  Medicare  risk  contracts  that  are 
violating  Medicare  requirements . 
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The  HCFA  Office  of  Prepaid  Health  Care  Operations  and 
Oversight  has  issued  written  policies  setting  forth  the 
process  for  initiating  intermediate  sanctions.   However, 
these  policies  do  not  clearly  specify  the  circumstances 
under  which  the  sanctions  will  be  imposed.   In  addition, 
the  implementing  regulations  for  intermediate  sanctions 
have  not  yet  been  issued  in  final  form  and  are  thus  not  yet 
in  force.   (The  proposed  rule  was  issued  July  22,  1991. 
According  to  an  official  of  the  HHS  Inspector  General's 
office,  this  regulation  is  presently  with  the  HCFA 
Administrator's  office  for  clearance.) 

IMPLEMENTATION  STATUS  OF  SECTION  4204  OF  OBRA  '90 

Section  4204  of  OBRA  '90  (PL  101-508)  placed  certain 
restrictions  on  physician  incentive  plans  within  HMOs  with 
Medicare  risk  contracts.   These  restrictions  were  intended 
to  prevent  the  HMOs  from  placing  subcontracting  physicians 
or  physician  groups  under  excessive  risk  for  costly 
services  not  provided  directly  by  the  physician  for 
patients  under  the  physicians'  care.   However,  certain 
crucial  definitions,  such  as  what  constitutes  substantial 
financial  risk  and  adequate  stop-loss  protections,  were 
left  to  the  Secretary.   Thus,  this  provision  cannot  very 
well  be  enforced  absent  effective  regulations. 

A  proposed  regulation  was  published  for  public  comment  in 
the  Federal  Register  of  December  14,  1992.   The  rule  has 
not  yet  been  issued  in  final  form  and  is  currently  under 
revision  in  HCFA. 

When  we  analyzed  the  proposed  rule,  the  thresholds  for 
"substantial  financial  risk"  (25  percent  of  total  payments 
from  the  HMO  to  the  physician  or  physician  group  at  risk 
for  plans  that  distribute  incentive  payments  no  more  than 
annually,  15  percent  for  those  that  distributed  payments 
more  than  annually)  seemed  rather  high.   Below  these 
thresholds,  the  law's  requirements  that  the  HMOs  must  have 
a  form  of  stop-loss  protection  to  avoid  placing  excessive 
risk  on  physician  subcontractors  and  must  conduct  periodic 
patient  satisfaction  surveys  would  not  apply. 

STATUS  OF  MARKETING  PROBLEMS  IN  HUMANA  MEDICAL  PLAN 

In  our  1991  report  (GAO/HRD-91-11) ,  we  reported  HCFA's 
finding  of  serious  marketing  abuses  in  Humana  Medical  Plan 
in  South  Florida.   These  abuses  resulted  in  enrollment  of 
Medicare  beneficiaries  who  did  not  understand  the 
requirement  that  they  obtain  care  only  from  plan  providers. 
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As  a  result,  they  sometimes  Incurred  substantial  medical 
bills  that  neither  Medicare  nor  Humana  would  pay.   The 
problems  were  so  serious  that  In  January  1990,  HCFA  began  a 
formal  Investigation  of  Humana  Medical  Plan  marketing 
practices.   Officials  In  HCFA's  Atlanta  Regional  Office 
believed  that  these  marketing  problems  were  In  part  caused 
by  Humana 's  paying  Its  marketing  agents  purely  on  a 
commission  basis.  (Humana  did  not  use  this  payment  method 
In  all  Its  Medicare  markets.) 

According  to  a  HCFA  official,  Humana  Medical  Plan  Is  still 
paying  Its  marketing  agents  on  a  commission  basis,  although 
it  has  attempted  to  attract  a  better  class  of  agent  by 
giving  these  agents  employee  benefits.   Further,  the 
official  said  that  the  number  of  marketing  complaints  for 
Humana  Medical  Plan,  relative  to  its  size,  did  not  exceed 
the  average  for  other  HMOs  in  the  region  and  the  nation. 

We  hope  that  this  information  helps  you.   If  you  have  any 
questions,  please  do  not  hesitate  to  call  Edwin  Stropko, 
Peter  Schmidt,  or  me  at  512-7123. 

Sincerely  yours. 


Director,  Health  Financing  and 
Policy  Issues 
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JUDGMENT  CALLS 

ROBERT  J.  SAMUELSON 


The  Health-Care  Crisis  Hits  Home 


THE  SYSTEM  IS 
CHANGING  AS 
WE  WAIT  FOR 
CLINTON'S 
REFORM  PLAN 


THE  HEALTH-CARE  CRISIS  HIT  HOME  THE  OTHER  DAY. 
We  received  a  packet  in  the  maJ  from  our  local  health- 
maintenance  orsaiu2ation  urging  us  to  approve  its  take- 
over bv  Humana,  a  national  health-caie  company.  A 
":io"  vote,  we  were  warned,  might  jeopaniize  "the 
securitv  of  your  health  care  coverage  and  your  doctor  relauon- 
ship."  That  was  put  m  bold  type,  just  m  case  we  rmssed  the  pomt. 
.\gree   or   tace   the   consequences.    Pow.    right   in    the   kisser. 

The  gntn'  reality  about  health  care  is  that,  while 
everyone  waits  tor  President  Clintons  mega-re- 
t'orm.  tiie  system  is  changing  beneath  us.  This  was 
mv  wake-up  call.  You  may  already  have  eotten 
vours.  but  U  not.  its  coming  two  weeks  irom  now  or 
two  vears  from  now.  We're  ail  going  to  struggle  with 
uncertainties  and  changes  that  are.  at  best,  mcon- 
venient  and.  at  worst,  teni^ring.  Will  we  have  to 
change  doctors?  Could  our  insurance  coverage 
lapse?  Will  our  out-of-pocket  costs  e.xpiode? 

What's  driving  all  the  changes  is  soaring  costs.  To 
curb  health  spending,  compames  are  cajoling  or 
coercmg  workers  into  new  insurance  arrangements. 
The  consulting  tirm  KPMG  Peat  Marwick  reports 
that  about  38  percent  of  insured  workers  must  now 
join  some  type  of  'managed  care. '  such  as  HMOs. 
In  1988.  this  was  11  percent.  Recently.  Empfre  Blue 
Cross  and  Blue  Shield— which  insures  7.6  million 

people  in  New  York— said  it  might  reqtiire  120.000      

of  its  nskiest  patients  to  join  HMOs  or  other  man- 
aged-care groups.  That  worried  the  state  s  insurance  commission- 
er "Olten  they  (the  patients|  feel  they  owe  their  lives  to  pamcular 
doctors,    he  told  TTie  New  York  Times,    and  wont  be  able  to 
iurvTve  m  a  managed-care  environment. ' 

The  personal  unperative  to  keep  control  of  our  own  health  care 
collides  vnth  the  collective  imperative  to  stop  rising  health  costs 
from  impoverishing  us.  Wor^e.  it's  hard  to  discuss  these  issues 
ealmlv  and  intelligently,  because  every  conhdent  generalization 
made  in  a  policy  debate  somehow  seei^is  to  nm  albul  of  someone  s 
personal  e.xpenence  or.  at  a  minimum,  requires  an  e.Ttensive 
footnote  to  reflect  the  diversity  of  what  actually  happens  in 
doctors  oHices.  clinics  and  hospitals. 

Consider  my  lamily's  e.xpenence  with  HMOs.  They  are  promot- 
ed as  a  way  to  control  costs.  Because  HMOs  are  paid  a  flat  annual 
fee  per  patient,  they  have  no  reason  (the  theory  goesi  to  overuse 
tests  or  surgery  to  increase  income.  On  the  other  hand.  HMO 
cnticj  raise  two  fears:  first,  people  wont  be  able  to  pick  their 
doctors  and  will  get  lost  in  giant  bureaucracies:  and  second. 
HMOs  ultimately  control  costs  by  skimping  on  care.  At  Group 
Health  .'Vssoaation  iCHA)  in  Washington.  D.C..  we  haven  t  found 
either  the  good  or  bad  stereotype  to  be  true. 

We  like  our  doctors  and.  among  GHA's  stalf.  had  a  choice. 
Because  my  wifie  once  worked  at  GHA.  she  had  clear  preferences. 
■\s  tor  skiinping.  we  have  seen  Uttle  evidence  of  it.  Our  youngest 
son.  John  (now  3>9.  had  a  bizarre  e.\penence  when  he  was  a  few 
months  old.  He  suddenly  stopped  breathing  and  lost  color  for 
about  .50  seconds  —and  then  spontaneously  recovered. 


.\t  GHA.  John  was  exanuned  by  the  attending  pediatrician  mot 
our  owni.  Aher  questioning  my  wife,  he  concluded  that  the  inci- 
dent was  a  treak  that  probably  wouldn't  recur.  .A.t  that  pomt.  I  e.\- 
pected  to  be  sent  home.  No.  A  lung  specialist  was  summoneo.  An- 
other e.xam.  More  questions.  Same  ciiagnosis.  Now,  I  thought,  we 
will  be  sent  home.  No.  We  were  dispatched  to  a  local  hospital, 
where  John  was  hooked  up  to  monitors  for  overnight  observation. 
By  contrast.  GHA's  economics  are  ugly.  Its  costs  are  hieh.  Its 
computer  sv'stems  are  old.  Legally.  GH-A.  is  a  non- 
profit consumer  cooperative  (which  is  why  mem- 
bers must  approve  the  takeover),  and  there  s  a  long 
historv  of  bitter  comlict  bet\veen  the  doctors  and  the 
boara  ot  trustees.  The  doctors  are  umonizea  ana.  by 
contract,  have  an  omcial  workweek  of— gulp!  — onlv 
35  hours. 

Potentially.  GHA  is  in  a  death  spiral.  Its  pa- 
tients are  more  middle-aged  and  costlier  than 
average.  '.\l  45.  your  body  begins  to  tall  apart,  and 
you  use  more  health  services. '  says  Robert  Pfoten- 
hauer.  GHA's  chief  e.xecutive.  True  enough.  Nation- 
ally, average  health  costs  for  people  45-64  are  al- 
most twice  as  high  as  those  for  people  18-44.  (Those 
over  65  are  covered  by  Medicare.)  High  costs  and 
premiums— family  coverage  now  exceeds  $S.(XX)  a 
year— are  driving  away  younger  members  and  com- 
panies that  want  to  cut  health  costs.  Since  early 

1992.  GHA  has  lost  21.000  members,  nearly  15 

percent  of  the  totaL  It's  barely  covering  costs. 
My  wife  and  I  %-oted  for  the  Humana  takeover.  Perhaps  GH.\ 
could  (as  cntics  of  the  proposal  arguei  turn  itself  around,  but  that's 
not  a  gamble  we  Uke.  Humana  promises  a  new  profit-shanns 
agreement  with  doctors  that  would  raise  their  prtxiuiaivity.  Like- 
wise. Humana  has  modem  computer  svstems.  rinally.  it  has  a 
strong  pracacal  reason  to  do  well.  Humana  aims  to  be  a  national 
HMO  leader.  It  wont  want  to  make  a  mess  in  Washington,  in 
front  of  Congress  and  the  White  House. 

Our  small  iamjly  drama  captures  the  larger  problems  of  health 
care.  We  must  change  our  system,  but  we  re  all  afiraid  of  chanee. 
It's  disruptive  and  uncertain.  Can  I  be  sure  that  a  more  prtxiuctn'e 
GHA  wont  become  less  personal?  Nope.  The  uncertainty  is 
Inevitable,  because  almost  anything  that  anyone  says  about  our 
health-care  system  will  be  untrue  for  someone.  .My  generalizations 
about  GH.\  don't  apply  to  all  HMOs,  for  example.  Some  may  be 
oppressively  bureaucratic.  Others  might  be  highly  eliicient.  even 
though  possible  cost  savings  are  probablv  exaggerated.  (The  Con- 
gressiotial  Budget  Office  recently  estimated  the  potential  savmes 
at  10  percent.) 

Health-care  politics  becomes  a  baffling  mLxture  of  personal 
anxieties  and  abstract  policies.  This  is  not  good  news.  Once  Presi- 
dent Clinton  proposes  his  reform,  we  \vill  all  wonder  what  s  in  it 
for  me?  If  it  and  the  alternatives  seem  too  threatemng.  there  may 
be  no  consensus  to  do  anything.  The  status  quo  may  seem  more 
comlbrtable  and  win  by  defiuilL  But  this.  too.  would  be  a  mirage. 
In  health  care  the  status  quo  is  dying.  Either  we  will  orchestrate 
change  or  change  will  orchestrate  itselt 
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J-EFJP?Y       SOLON,    PhD 
Health  Services  Pe^earch 


13104  Matey  Road 

WheaLon  MD  20903 
301/S42-929S 


July  17,  1993 


PERSONAL   MISSAGZ    to:         MY       FELLOV?      MEMBERS   , 

GHA      IROCKVILLE       CElSfXEPl 


I  taie  this  personal  way  of  expressing  my  personal  and  professional 
view  of  the  member  referendum  now  under  way.   I  do  this  to  convey  my 
sense  of  the  urgency  of  our  adopting  the  proposed  sale  of  GKA  to  the 
Humana  health-care  organisation. 

Although  I  regret  our  putting  behind  us  our  cooperative  frameworSi-- 
cooperative  promoter  that  I've  always  been  and  actively  continue  to  oe-- 
most  important  is  that  we  assure  GKA's  survival  as  our  health  cars 
provider.   This,  Humana  enables  us  to  do,  and  to  do  be_st,  of  all  the 
other  proposals  that  our  Board  has  been  soliciting  and  expioring  this 
past  year.   Kumana  in  fact  has  a  traci  record  of  bringing  other 
troubled  HMOs  to  successful  continuation: 

Those  of  us  who  also  care  about  retaining  a  healthy,  constructive 

element  of  consumer  involvement  have  been  thoroughly  assured  by 

Humana ■ £  leaders  that  this  will  indeed  be  desirable .  We're  confident 

that  a  fitting  arrange.iient  will  be  jointly  developed  that  will  produce 
a  win-win  outcome  for  all. 


So  please  make 
under  Humana ' s 


it  possible  for  Group  Health  to  continue  to  serve  us 
sponsorship,  by.send.ing  your  ballot  in  with  a  YES  vote. 


■^ 


Sri\j 


If  you  wonder  where  do  I  come  off  to  offer  this 
judgment  to  you,  let  me  state  my  credentials  for 
being  so  brash: 

>•  50+-yearlong  actively-participating  member  of  GHA ,  including  decades 
of  MAC  membership.  Board  terms,  numerous  committees/councils/task 
forces,  and  active  volunteer  service  at  Hociville  Center. 

>  Originator  of  local  Member  Advisory  Councils  in  GHA. 

>  Founder  &  Chair  Emeritus,  Rockville  Center's  MAC. 

y    Newly  elected  Chair  of  GKA's  central  MAC.  / 

>■  And  alongside  this  GKA  participation,  a  long  professional  career 
within  the  health  field. 
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otel  &  Restaurant  Employees 
Local  25,  AFL-cio 


July  30, 1993 


Dear  Local  25  Member, 


I  am  writing  to  you  with  some  important  information  about  your  "Union  medical 
insurance  -  Group  Health  Association. 

You  have  probably  heard  that  Humana  Inc.  has  offered  to  purchase  Group  Health 
Association.  I  have  reviewed  the  Humana  purchase  plan  and  I  believe  that  it  is  good  for 
GHA.  It  is  also  good  for  you  and  all  Local  25  members.  Humana  v.-ill  bring  long  term 
strength  to  GHA  and  they  have  promised  to  continue  the  coverage  that  we  have  under  cur 
Union  contract. 

As  a  member  of  GHA  your  have  a  ri^ht  to  vote  on  the  Humana  purchase. 

You  should  have  recently  received  a  ballot.  If  you  have  not  voted  yet,  I  urge  you  to  vote 
YES  on  this  ballot  By  voting  YES  you  will  be  supporting  the  good  benefits  you  receive 
through  Group  Health  Association.  Your  vote  is  important.  Please  mark  your  ballot 
and  mail  it  back  right  away. 

If  you  have  not  received  or  have  misplaced  your  ballot  or  if  you  have  any  questions,  please 
call  the  GHA  Member  Hotline  at  202-244-8683. 


Sincerely, 


Ron  Richardson 

Executive  Secretary-Treasurer 


RECEIVED 
AUG  0  2  1993 


1002  K  STREET.  N.W..  7TH  FLOOR.  WASHINGTON.  D.C.  20001  -  (202)  737-2225 
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LOCAL- 


''^^^Hotel  &  Restaurant  Employees 

Local  25,  AFL-cio 


30  de  Julio,  del  1993 


Querido  NCembro  de  Local  25, 

Les  escribo  para  darks  irifonnadon  importante  sobre  su  Seguro  Medico  suminisirado 
por  la  Union  -  Group  Health  Association. 

Ustedes  quizi  han  oido  que  Kumana  Inc.  ha  ofrecido  comprar  Group  Health 
Association.  Yo  he  revisado  el  plan  y  creo  que  es  bueno  para  GHA.  Tambien  es  bueao 
para  usted  y  todos  los  miembros  del  Local  25.  Humana  con  su  oferca  trae  flienza  para  el 
future,  y  promete  manteaer  los  beneficios  que  tenemos  en  nuestro  contrato  de  union. 

Como  miembro  de  GHA  usted  tiene  ei  derecho  de  votar  por  este  plan. 

Deben  de  haber  recivido  un  voto.  Si  no  han  votado,  les  pido  que  voten  SI.  En  votar 
SI  usted  mantendra  los  buenos  beneficios  que  reciven  por  Group  Health  Association.  Su 
voto  es  importante.  Por  favor  Uene  su  voto  y  mandelo  por  el  correo  tan  pronto  le  sea 
posible. 

Si  no  ha  recivido  un  voto  o  tiene  preguntas  sobre  el  plan,  Uame  a  la  linea  de  services 
de  Group  Health  .Association  #202-244-8683. 


'^^^A^<yiil4'^ 


I  Riciiardsor 
Executive  Secretary-Treasurer 


1002  K  STREET.  N.^V.,  7TH  FLOOR.  WASHINGTON.  D.C.  20C01  —  (202)  737-2225 
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July  17,    1993 

Dear  CHA  Fellow  Members; 


My  message  zo  you  comes  while  wearing  my  membership  hai;. 
(The  MAC  officer  hat  is   in  the   laundry. ) 

Seriously,   when  I   spoke   to  you  at   the  Annual  Assembly   last 
April,    I   tried   to  communicate   to  you  that   CHANGE  is   in  the   air   in 
our  geographic  area,   not   just  within  GHA.      Unfortunately,    the 
outside  world   is   influencing  our  need   to   change  more   than  you  and 
I  would   like.      Thus  we  have  few  to  no  options.     To  remain  the 
same  is   to  be   bankrupt  and  have  no  choice  whatsoever   in  our 
future. 

Fortunately,   we  do  have  a   choice,    and,    I   might  add,    a  most 
impressive  one   in  Humana.      Yesterday  noon   I   was  one  of   those 
fortunate   enough  to  meet  David  Jones,   Kumana ' s  Chairman  of   the 
Board  and  Chief  Executive  Officer,   and   several  other 
representatives  of   tiie  company,      .-jnong   the   topics   explored 
together  were: 

?.  Our   strong  desire   for  continued   consumer   involvement   in 
committees  and   advisory  boards. 

:•;•  Continuous  membership  for  all   of   us  without  excessive 
rate   increases. 

That  entire   session  was   devoted   to  our  questions   and   their 
answers.      There  was  no  planned   formal,    slick  presentation.      I 
came  away  reminded   the  company  name    ■H-umana"   includes   the   word 
"human.  ■■     Mr.    Jones  expressed   that  he  had   a  clearer  picture  of 
our  commitment   to  the  members   and  member   involvement  as   a   result 
of   the  questions,   and   I   had   the  feeling  he  would  use  a   humane  and 
sensitive   approach  as   both  organizations   work  together   to   forge  a 
successful   alliance  --   successful   for  GHA  and   Kumana. 

Shall   we   paint  .^limana   into   the   picture   I   left  unfinished   in 
Aoril's  Annual  Assembly? 


'x'our  fellow  member, 


C^J 


Lorrie  Van  Akkeren 
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FORMES  TRUSTEES   ORGE   A   YES   VOTE   FOR 
GHA/  HUMAHA 

The  persons  undersigned  are  all  fomer  neabers  of  the  Board 
of  Trust«o8  of  Group  Health  Association,  and  as  such  are  aware  of 
the  finaraial  condition  of  Group  Health  Association  and  of  the 
competitive  forces  at  v/orJc  in  tiia  Washington  metropolitan  area. 

After  careful  evaluation  of  the  choices  presented  to  Group 
Health  at  this  tine  in  its  history,  we  urae  that  Group  Haalth 
mewberg  aupnort.  the  current  Trustees'  reCQnimgndation  that  Group 
Health  be  sold  to  Humana. 

We  believe  this  sale  is  in  the  best  interests  of  the  members 
of  Group  Health  and  of  its  staff. 

•  Humana has  agreed  to  provide  continuity  of  members' 

health  care  coverage.  No  currant  members  or  groups  will 
be  dropped  unless  they  fail  to  pay  their  premiums; 
employees  of  small  groups  would  be  able  to  convert  to 
individual  coverage  if  their  organizations  went  out  of 
business. 

•  The  Humana  sale  will  allow  Grniip  Health  mambers  tn 
maintain  their  relationships  with  current  Group  Healt^i 
Physicians.  Humana  will  use  the  existing  Group  Health 
physicians  and  other  staff  as  the  core  of  their  health 
plan. 

•  Humana  has  conmittad  to  provide  for  continued  consumer 
ipvQlyeiafint  •  David  Jonas,  the  chairman  and  C£0  of 
Humana,  has  indicated  that  Group  Health/Humana  members 
could  establish  a  member  advisory  board  (elected  bv  the 
members  if  they  are  so  inclined)  to  provide  input  to 
Humana/  GHA  and  to  him  and  his  staff. 

•  Humana,  which  has  e^ctansive  resources  to  draw  on,  can 
provide  the  capital  that  Group  Health  Aesociation  vitally 
needs  to  improve  services  to  mombars,  including  improved 
and  new  centers  and  a  broader  network  of  providers. 

PLEASE  VOTE  in  this  very  important  referendum  on  Group 
Health's  future! 


f—  ^--Y  ^-r^^'^-^y^v-3^^.. 


qoc^  HJlSb^. 


U/if)  Ht^M^Mx^ 


/■<uA.»cg.**^<>t*v»«.^^ 
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SEP-14-93  TUE    9106  CONGRESSMON  STARK  ♦♦  P.Ot 

ea^ia/ss        i5:ie       o*  e«ec  cffice  pas 

OMOUP     MSAL.TK     AS80CIATZ0M 
oT     Wa.  all  1  n.ir -Con     D.C. 

MHMBER     ADVISORY      COUNCIt. 

Tha  Honorable  Fortney  H.   Stark  Saptenber  10,   1698 

Chtlrntn 

CoAinittaa  on  Olatriot   of  Columbia 

Houia  of  Bapreiantatlvat 

Tha  Capitol 

Haehlncton,  D.C.  2021B 

Dear  Congraatnan  Stark; 

Kb   Chairman  of  GHA'a  Msmber  Advltory  Counoll,  I'm  Intaraated  to  laarn  ihai 
you  ara  having  a  Commlttea  Haarlng  next  week  to  inquire  Into  the  proposed 
aala  of  GfU  to  Hunana ,  Inc. 

Our  Member  Advltory  Council  la  of  eouraa  daaply  Involved  In  this  nattar  in 
behalf  of  Ita  oonitltuancy,  the  GKA  members.   And  In  fulfillment  of  my 
raapontiblHty  to  tha  Member  Advisory  Council  and  tha  OHA  memberehip  ac 
larga,  I  will  neeeiiarlly  attend  the  Hearing,  on  Tuesday  next. 

I  gather  that  the  "Msnber  Rights  Coinmittae"  haa  baan  invited  to  teatify  at 
the  Hearing.   It  tharefore  behooves  me  to  advlee  your  Committee,  lest  It 
not  be  otherwise  avare,  that  the  ad  hoe,  self-organized,  Hefflbar  ttightd 
Committee  Is  not  to  be  confused  with  our  QKA  Iiy laws -mandated  Member 
Advisory  Council.  It  is  the  latter  (commonly  referred  to  as  the  ' BAG' ) 
that  officially  represents  tha  overall  eiemfcerahlp,  in  its  mkndatad 
advisory  role  to  the  Board  of  Trustees.   It  la  constltuced  by  official 
delegates  from  the  various  Health  Centers'  looal  Member  Advisory  Couneils. 

Since  we  are  not  scheduled  to  testify  at  the  Hearing,  let  ne  take  this 
opportunity  to  declare  the  Henber  Advisory  Counoil'e  support  of  the 
proposed  rapprochement  with  the  Kunana  organization.  We  aocept  end  honor 
the  membership's  Sl-peroent  approval  of  the  sale.  He  especially  seek  to 
assure,  thereby,  that  our  many  elderly,  all-too-vulnereble  nenbere  not  be 
at  rlek  of  Irrevocably  losing  health  care  coverage,  should  GHA  not  survive 
tbe  overwhelming  competition  now  roiling  this  market. 

The  Member  Advisory  Council,  rather  than  unreallstically  tilt  at  tha 
crushing  windmill,  has  responsibly  engaged  In  assuring  that  provisions 
being  arranged  with  the  Humana  organization  vlll  be  advantageous  to  our  GHA 
members.   Thus,  we  have  Just  completed  formulating  a  plan  for  having  a 
Cosaumar  Advlaory  C«uncll  in  cur  merslng  Into  Humana.   And  va  have  already 
bean  assured  by  Hureana  of  its  embracing  suoh  a  conaumar-rapresentative 
entity  in  the  forthcoming  GHA-Homana  arrangement. 

I  truet  that  you  will  raoogniaa  our  official  mamber-rapreeeotatlva  statue 
In  CHA,  and  our  responsible  msmbar-protactive  input  to  tha  evolving 
arrangements  with  Humana.  Vm   are  also  participating  in  planning  for  a 
Group  Health  Foundation  that  vlll  oontrlbate  health-related  aetivitiee  for 
the  good  and  welfare  of  the  Olatrict  of  Columbia  oommunlty. 


Sincerely  youre, 


ChUr:      Jarry  Solon  VioB-Ckalrt'.     Al  Ralcan,  Lorrie  Van  Akkaran 
^ S»er»t*ry\     Howard  Rohr 

J3  nail  at  GHA-RY  Center,  Bill  Exec.  Blvd.,  Rockvllla  MD  20962  ♦  801/231-0400 
or--<Homa>:   13104  Matey  Aoad,  Whaaton  QD  20SO8       «       301/942-8286 
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Committee  on  the  District  of  Columbia 

U.S.  House  of  Representatives 
Pete  Stark,  Chairman 

News  Release 

For  Immediate  Release:  September  3, 1993  ConUct:  Broderick  Johnson 


THE  HONORABLE  PETE  STARK  (D.,  CA.),  CHAIRMAN, 

COMMITTEE  ON  THE  DISTRICT  OF  COLUMBIA, 

ANNOUNCES  HEARING  ON 

PROPOSED  SALE  OF  GROUP  HEALTH  ASSOCL\TION  TO  HUMANA 


Washington,  D.C.  -  -  The  Honorable  Fete  Stark  (D.,  California),  Chairman  of 
the  Committee  on  the  District  of  Columbia,  today  announced  that  the  Committee 
will  hold  a  hearing  on  the  proposed  sale  of  Group  Health  Association,  Inc.  (GHA)  to 
Humana,  Inc.  The  hearing  is  scheduled  for  Tuesday,  September  14,  1993,  at  10:00 
a.m.,  in  Room  1310A  of  the  Longworth  House  Office  Building. 

In  armouncing  the  hearing.  Chairman  Stark  said  "With  over  132,000  GHA 
members  in  the  Metropolitan  Washington  area,  the  proposed  sale  could  have 
substantial  affect  on  health  care  access  and  affordability  in  this  region.  A  public 
hearing  on  the  nature  of  the  sale  will  bring  to  light  potential  risks  and  benefits  of 
transactions  of  this  type  which  are  occurring  more  frequently  across  the  coimtry.  " 

Some  of  the  issues  the  hearing  will  examine  include: 

•  The  trends  in  the  health  insurance  industry  to  the  formation  of 
larger,  for-profit  health  maintenance  organizations. 

•  The  experience  with  health  maintenance  organizations  in 
delivering  accessible  and  affordable  health  care  to  traditionally 
underserved  populatiorw. 

•  The  governmental  reviews  necessary  for  approval  of  the  sale  of  a 
not-for-profit  health  care  corporation  to  a  for-profit  entity,  and  the 
extent  of  regulatory  oversight  of  the  operations  of  health 
maintenance  organizations. 

•  The  affect  of  the  proposed  sale  on  access  to  services  and  quality  of 
care  for  current  GHA  members,  particularly  those  in  underserved 
areas. 

"Some  would  have  it  that  after  health  reform  is  complete,  we  would  all  enroll  in 
Humana-style  super  HMOs',"  Congressman  Stark  said.  "If  this  is  the  vision  of 
health  reform,  we  need  to  take  a  closer  look." 

Invited  witnesses  will  include  local  regulators,  representatives  of  federal 
agencies  and  consumer  groups,  and  GHA  members.  Oral  testimony  will  be  heard 
from  invited  witnesses  only.  However,  any  individual  or  organization  may  submit 
a  written  statement  for  consideration  by  the  Committee  and  for  inclusion  in  the 
printed  record  of  the  hearing. 

(MORE) 
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DETAILS  FOR  SUBMISSION  OF  WRITTEN  COMMENTS: 

For  those  who  wish  to  file  a  written  statement  for  the  printed  record  of  the 
hearing,  six  copies  are  required  and  must  be  submitted  by  the  close  of  business, 
Friday,  September  10,  1993  to  Broderick  Johnson,  Staff  Director,  Committee  on  the 
District  of  Columbia.  An  additional  supply  of  statements  may  be  furnished  for 
distribution  to  the  media  and  public  if  provided  to  the  Committee  office,  1309 
Longworth  House  Office  Building,  before  the  hearing  begins. 


FORMATTING  REQUIREMENTS: 

Each  statement  presented  for  printing  to  the  Committee  by  a  witness,  any 
written  statement  or  exhibit  submitted  for  the  printed  record,  or  any  written 
comments  in  response  to  a  request  for  written  comments  must  conform  to 
guidelines  listed  below.  Any  statement  or  exhibit  not  in  compliance  with  these 
guidelines  will  not  be  printed,  but  will  be  maintained  in  the  Committee  files  for 
review  and  use  by  the  Committee. 

1.  All  statements  and  any  accompanying  exhibits  for  printing  must  be  typed 
in  single  space  on  legal-size  paper  and  may  not  exceed  a  total  of  10  pages. 

2.  Copies  of  whole  documents  submitted  as  exhibit  material  will  not  be 
accepted  for  printing.  Instead,  exhibit  material  should  be  referenced  and  quoted  or 
paraphrased.  All  exhibit  material  not  meeting  these  specifications  will  be 
maintained  in  the  Committee  files  for  review  and  use  by  the  Committee. 

3.  Statements  must  contain  the  name  and  capacity  in  which  the  witness  will 
appear  or,  for  written  comments,  the  name  and  capacity  of  the  person  submitting 
the  statement,  as  well  as  any  clients  or  persons,  or  any  organizations  for  whom  the 
witness  appears  or  for  whom  the  statement  is  submitted. 

4.  A  supplemental  sheet  must  accompany  each  statement  listing  the  name, 
full  address,  a  telephone  number  where  the  witness  or  the  designated  representative 
may  be  reached  and  a  topical  outline  or  summary  of  the  comments  and 
recommendations  in  the  full  statement.  This  supplemental  sheet  will  not  be 
included  in  the  printed  record. 

The  above  restrictions  and  limitations  apply  only  to  material  being  submitted 
for  printing.  Statements  and  exhibits  or  supplementary  material  submitted  solely 
for  distribution  to  the  Members,  the  press,  and  the  public  during  the  course  of  a 
public  hearing  may  be  submitted  in  other  forms. 
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